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THE DEFENSE PROGRAM 
AND 

MORE EFFECTIVE ACCOUNTING 

The opening session at the Twenty-Second International Cost Con- 
ference of the National Association of Cost Accountants, held in the 
Grand Ballroom of the Waldorf-Astoria, New York City, was called 
to order on Tuesday morning, June 24, 1941, at nine-thirty o’clock, 
by the President, Victor H. Stempf . 

President Stempf: This marks the formal opening of the 
Twenty-Second International Cost Conference. In a world gone 
mad, we give thanks once more that as free men we may meet openly 
to concentrate our efforts critically and effectively upon the con- 
structive study of industrial accounting problems. 

The crescendo of cannon and drums has intensified during this 
past year. The defense emergency has quickened. Our responsibili- 
ties have enlarged in full measure, and today we hesitate to leave our 
posts. However, reflection convinces us that opportunities such as 
these do indeed afford the pause that refreshes. The stimulation, 
perspective and fresh insight to be had from the exchange of views 
with those in our own fidd renews our energy and ability to cope 
with new and perplexing difficulties. 

The technical sessions are geared to the new aspects of old prob- 
lems ; the foresight and ability of the Program Committee have as- 
sured that. Its members have labored long and diligently. All of 
them are respected veterans who have served the Association faith- 
fully and well. Each of them personifies that hallmark of N.A.CA. 
membership, which veils a wealth of technical wisdom and ex- 
perience behind an eagerness to learn more and an ardor to enlarge 
and enrich the treasure of industrial accounting knowledge and litera- 
ture, which it has been the proud privilege of our Association to 
foster. 

With Nelson L. McCully of Chicago, as Chairman, the Committee 
includes Arthur C. Chubbuck of Boston, Frank Klein of New York, 
a?i4 Donald M. Russell of Detroit. 
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It is a pleasure to welcome you to this Twenty-Second Interna- 
tional Cost Conference and an honor to present our National Direc- 
tor, Nelson L. McCully, Controller of the Bauer & Black Division 
of the Kendall Company, the Chairman of the Convention Technical 
Program Committee, 

Chairman McCully: It is proper that my appearance on this 
program should be brief. The tribute which Mr. Stempf has paid 
to the Program Committee belongs to the three members of that 
Committee who have organized the programs and who will act as 
the chairmen for the individual days of this convention. 

The morning sessions for each of the three days are given over to 
technical papers. The afternoon sessions for today and tomorrow 
have been broken down into discussion groups. The subjects of both 
the technical papers and the discussion groups have to do with the 
current problems of industrial accounting. Many of these problems, 
as such, are new. Many of the accounting principles on which those 
problems are based are old. Some of you have had experience with 
these current problems. Most of us have a great many questions. 
Please participate freely in these discussion groups; give of your ex- 
perience and ask the questions that are in your minds. 

The Thursday afternoon session is unusual. It is given over to 
one of the controversial problems of industrial accounting. If you 
have made reservations to leave this convention before Thursday 
afternoon, I suggest that you immediately change them and remain 
here through that session. 

These are busy days ; the problems which we have are new. The 
men who are to deliver the technical papers and lead the discussion 
groups have in every case made personal sacrifices to appear on this 
program. In giving of their experience on these current problems 
of industrial accountants, these men have had to prepare the material 
especially for these meetings. The Association this year has a par- 
ticular obligation to the men who are taking the time to appear on its 
program. 

The Chairman of today’s session is a member and a Past President 
of the Boston Chapter. You who were at St. Louis last year re- 
member his splendid contribution to that program. He has ap- 
peared on other technical programs. It is my pleasure to introduce 
to you Mr. Arthur C. Chubbuck, Partner, Patterson, Teele & Dennis 
of Boston, who will act as Chairman today. 
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Chairman Chubbuck : It has been said of the national defense 
program that “there is no tomorrow for any nation or any people that 
is not involved in the success or failure of what we have undertaken 
to do,” 

Because of the inconceivable magnitude and present impact of this 
undertaking, it is eminently appropriate that the first technical ad- 
dress of this convention should be a statement of some of the cost 
problems which arise from it, thus providing a background for later 
development of the program. 

Because of the key relationship of the Office of Production Man- 
agement to the defense program, it is also appropriate and reasonable 
that we should look there for a speaker. Dr. Stacy May, Director 
of the Bureau of Research and Statistics of the Office of Production 
Management, accepted our invitation and would have been our first 
speaker this morning but for a series of business matters which 
finally proved insurmountable. Fortunately, he has been able to sell 
one of his own organization the idea of coming here and addressing 
us, one whom Dr, May suggests speaks our language far more elo- 
quently than he does. 

It is with much pleasure that I present Mr. Mark S. Massel, Cost 
Consultant of the Bureau of Research and Statistics of the Office 
of Production Management, who will address us on the subject, 
“Accounting Under the Defense Program: Some General Cost Prob- 
lems.” 


ACCOUNTING UNDER THE DEFENSE PROGRAM 
Some General Cost Problems 

Mark S. Massel 

Cost Consultant, Bureau of Research and Statistics, 

Office of Production Management, 

Washington, D. C. 

A REVIEW of the program for this year’s convention of the 
N.A.C.A. shows that our ways of doing business are under- 
going far-reaching changes. Under the impact of a tremendous de- 
fense program “business as usual” can no longer be followed. The ’ 
volume of government orders ; the necessity for shifting facilities and 
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organizations into new fields of production ; the establishment of pri- 
orities for important materials; the utilization of unusual types of 
government contracts, such as cost-plus-a-fixed-fee; the need for 
new capacity, both privately and govemmentally financed; the in- 
creasing importance of taxes and national budget — ^all sum up into a 
need and a new opportunity for the social contributions of American 
management, in tie public interest. 

The Cost Accountant and the Defense Program 

Your program demonstrates also an increasingly important role 
for the cost accountant in modem management. The immediate cost 
problems in government cost-plus contracts, in escalator contracts 
and in tax amortization constitute the more obvious sectors in this 
new development. However, it may well be that the cost problems 
affecting the new business adjustment may present even greater 
scc^e for a positive social contribution by the cost accountant. The 
use of cost analysis should attain new significance in the determina- 
tions and adjustments affecting industrial price policy, governmental 
price-control, priorities and the changing problems of production. 

This new opportunity for the profession of cost accoxmting ex- 
presses itself in many ways. The several general uses of cost 
accountants’ services are well-known. Government today has a more 
pressing need for the direct services of cost accountants than at any 
previous time. Meanwhile, private companies require their help 
more than ever in business planmng, and in government negotiations 
and settlements. Prices in defense contracts will have to be more 
strongly related to cost than to market demands. This may give new 
importance to cost estimating, making it a more significant factor in 
price policy than it has been. All of these functions have led to new 
requirements for an expansion of the profession. The English ex- 
perience, especially the classification of cost accounting as a deferred 
occupation under the draft laws, indicates that the importance of the 
profession will increase considerably as the defense program ad- 
vances., 

The Cost Accountant as Adviser 

The signi fi cance of these services can hardly be over-estimated. 
However, this paper is based upon the probability that post-war 
opinion will regard as the chief social contribution of the profession. 
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its indirect help — advising on the formulation of basic policy, both 
governmental and private. The present scene offers an unequalled 
opportunity for the cost accountant to serve as an adviser and inter- 
preter. He can help government by demonstrating the management 
problems which industry faces ; by presenting impartial information 
on costs and cost structures; and by advising on the most efficient 
and effective procurement policies. He can hdp industry hy explain- 
ing new governmental regulations ; by e3q>editing the process of sdl- 
ing to the government under unusual contract terms ; and by imple- 
menting a program of industrial sdf-enlightenment which may 
become one of the most strategic factors in our entire program. 

With the foregoing possibilities in mind this paper presents a series 
of problems arising out of cost accounting and relating to procure- 
ment, price and production policy. The answers will not be dis- 
covered easily. They will depend on experience and on new fields 
of analysis. But they must be developed if our defense program is 
to be successful, and if the post-war reconstruction period is to be 
protected against the catastrophic economic conditions which follow 
modem warfare. 

Need for Change in Viewpoint 

New techniques must be devised for combining analyses of costs 
to the private company and costs to the general economy. Practices 
which we enjoyed as peace time luxuries — even as necessities — must 
be modified if th^ remove too many resources from the require- 
ments of the defense program in terms of man-power, materials, 
productive capacity and managerial ability. For example, cost anal- 
yses of the t rimming s and other purely style factors in automobiles 
can no longer be restricted to the calcdation of dollar outlay. They 
must take into account the alternative uses of the necessary materials, 
the required machine tools and the industrial plant. They must be 
set so that we do not face the harsh choice between more armaments 
and the bare, minimum needs of the dvilian population. Although 
it may not be possible to produce more guns and more butter, it is 
essential to utilize the resources left for dvilian consumption more 
effidently. If we can develop methods for producing more utilitarian 
consumers’ goods with less effort, there will be more consumers’ 
goods to go around. 

In these terms it is necessary for the cost accountant to escape the 
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confines of private profit in his business analysis and to expand his 
horizon to the outlines of a national program. He can no longer 
limit himself to the conventional accounting for dollar costs, but must 
look for alternative methods virhich will tell government and industry 
how to produce the tremendous quantities of defense goods with the 
least dislocation. Business procedures which may have been profit- 
able in the past must be modified if they conflict with the objectives 
of the defense program. Thus, if a company has enhanced its profits 
in the past by keeping inventories of necessary materials and ma- 
chines off the market, or even by purchasing such materials for future 
use to avoid later shortages, it must discontinue the practice. If a 
manufacturer built up a past profit position by making his product 
distinctive in style and national economy calls for simplification of 
styles, he must help the standardization program in order to reduce 
costs. With the same point of view he must re-examine his past 
expenses to see what can be curtailed in order to release as many 
resources as possible. 

The central problem presented here focuses on government pro- 
curement and industrial attitudes toward sales to the government. 
However, it contains broader implications relating to the whole 
range of business decisions. These stem from the fact that the de- 
fense program, which according to some estimates should reach as 
mudi as 40 billion dollars per year, will comprise a major segment 
of our economic activity. Therefore, the prices to the government 
will affect the entire industrial price structure; defense production 
will influence the total productive picture; and the factors influenc- 
ing the costs of doing government work will flow into the cost struc- 
tures of our entire productive establishment. 

The Problem of Risk-Taking 

In devdoping government poli<y covering contract prices, con- 
siderable attention has been devoted to cost either through a direct 
cost section in the contract or in utilizing cost information to gauge 
the reasonableness of price terms. Because of the scale of the pro- 
gram and the changed business situation, these cost' approaches are 
peculiarly affected by one hitherto neglected cost factor — ^the problem 
of risk-taking. Who should take the risk of constructing new 
facilities? Who should bear the risk of changes in the factors 
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aifecting costs? Who should take a chance on losing part of his 
market position in order to take a government order; and the con- 
verse, who should hazard losing his market position and his general 
business organization by not taking government orders? 

In some cases the insurance value of the risk may be estimated 
into costs; some of the ordinary hazards of doing business are in- 
volved ; some risks are so great that only the general economy acting 
through the government can take them ; and many potential uncer- 
tainties may be reduced, and even eliminated, by a sensible program 
of government procurement. Since these problems ultimately relate 
to costs, the cost accountant can make a positive contribution by 
aiding government and business in determining how the costs of risk 
may be reduced or even eliminated. That is, he can help to deter- 
mine which procurement and production policies will minimize social 
risk and which charges for risk may be eliminated. To illustrate the 
range in the field, several procurement problems are discussed here 
under the following headings: supply contracts, new facilities and 
equipment, the selection of contractors, and the acceleration of pro- 
duction. 

Supply Contracts 

The major types of supply contracts are lump sum, fixed price 
subject to escalator provisions, and cost-plus-fixed-fee. Each in- 
volves a different schedule of risks for the government and for the 
contractor. 

Under a lump-sum contract, the contractor agrees to sell at a set 
price and assumes all the risk relating to increased costs. Wage rates 
and materials prices, which may respond to forces outside of his 
immediate control, will depend to some extent on governmental 
policy. He can control some elements, namely material costs, by 
forward buying or through increasing inventories, subject to the 
administration of priorities. In the main, the large body of costs 
will also be dependent upon his own efficiency and his own estimates 
of the production outlook. Thus, if he expects rising costs and 
sufficient future orders and material supplies, he may make a cost 
saving by accelerating production. His increased production per 
month may effectuate savings in overhead burden which will more 
than offset increased out-of-pocket costs. Such a procedure would 
profitably increase production to meet our present needs. 
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Escalator Provisions 

An ^'escalator contract” removes some of the risks assumed by a 
contractor in a fixed-price contract by placing them on the govern- 
ment, and may reduce the contractor’s premium for risk. The prices 
under such contracts are subject to adjustment for changes in wage 
rates and material prices. Although some few escalator clauses are 
based upon the prices and wages paid by the contractor, the usual 
clause applies broader indexes which protect the contractor against 
changes in the general price levels. Certeun escalator provisions may 
be calculated to influence the contractor to accelerate the purchase 
of materials or physical production in order to restrain cost in- 
creases in a rising market. For example, the use of a "quota” sys- 
tem by which material costs are adjusted on the basis of prices 
during the first few months after the date of the contract will 
influence the contractor to place early material orders. Such a pro- 
cedure requires careful analysis of the effect on market prices and 
supply. Otherwise, if many contractors were to rush their orders 
in at the same time instead of waiting until the goods were needed, 
there might be a considerable drain on the current supply of raw 
materials and parts. This might even keep materials from some 
who needed them immediately. 

However, the escalator clause does not remove all the contractor’s 
uncertainties. Still to be reckoned with are the variations between 
the wage rates and material prices paid and the indexes used; the 
efficiency in use of materials, labor and machinery; the volume 
factors affecting unit overhead burden ; and the future outlook for 
orders and materials. The government accepts the risks of change 
in price levels — over which it may have more control than the in- 
dividual contractor — ^and the possibility that the indexes may move 
higher than the contractor’s costs. In return it may or may not gain 
the dimination of part of the contractor’s premium for the chances 
taken in a fixed-price contract. It should be remembered that an 
escalator clause does not afford cost protection. It takes into account 
dianges in the prices paid for labor and materials as they may be 
reflected in the indexes which are used. Indexes may apply to 
changes in a narrow industrial field in which the contractor operates 
or in a wider range of industry. For example, they may apply to 
airplane construction or to the manufacture of all durable goods. 
The rdationship between changes in the index and changes in rates 
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and prices paid by the contractor 111011 determine how dosdy the price 
adjustment approximates changes in his out-of-pocket costs. 

Cost-Plus-Fixed-Fee Contracts 

The contractor’s risks are decreased greatly under cost-plus-fixed- 
fee contracts since the government assumes the burden of certain 
definable costs through reimbursement and pays a fee to cover other 
elements and profits. The prices and wages paid by the contractor 
are charged to the government ; manufacturing overhead is included ; 
and the contractor’s efficiency factor is reflected. His risks, however, 
are not diminated entirely. He may, under a short-sighted policy, 
permit efficiency to decline ; this would tend to increase the costs of 
his other and future operations. Again, knowing that the govern- 
ment will pay all the bills, he may not be too concerned about total 
costs, and may believe it more profitable to order aH necessary ma- 
terials at once, to have them on hand. Following this line, the con- 
tractor, together with others who share his views, may force prices up 
and keep materials from the producers who really need them. He 
still takes the chance of not having enough production for optimum 
utilization of the plant at a later time. 

On the other hand, the government takes several risks: changes in 
wage-rates, overtime bonuses and material prices, decreased eflS- 
denqr, and padded costs which may not be discovered because of 
unjustified expenses and cost allocations. Furthermore, if a con- 
tractor is not siure he will have new orders and materials after the 
current orders are filled, he may be inclined to slow down his pro- 
duction. If he keeps a productive dq)artment in his plant occujued 
for six months instead of four he may charge 50 per cent instead of 
33 }i per cent of a burden center’s annual overhead, to the govern- 
ment contract. This may tend to decelerate production, reducing the 
potential output with given supplies of materials, labor and capacity. 

Several types of risks may be eliminated through "target” price 
contracts, which is a cost-plus type with adjustable fees. If the cost 
is lower than the original estimate the contractor gets a percentage 
of the savings as a bonus ; if they are higher the fee is reduced by a 
percentage of the additional cost. Miiumum and mammum fees are 
usually provided. Under this type the contractor gets the same cost 
protection, though his fee is variable, while the government gets an 
efiBdency protection in prices paid and in factory management. 
However, if the original cost estimate is too high, flhe initial fee. 
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set in relation to estimated costs, will be unduly large and the bonus 
for savings will be increased unnecessarily. 

Allowable Costs 

The problem of agreeing upon allowable costs has not been easily 
resolved. In a number of instances, conflicts have developed or are 
about to become evident because of misunderstandings on the part 
of contractors. Several simple factors will serve to clear the air and 
avoid such misinterpretation. First, it is important to recognize that 
the burden of proof in establishing costs, for any purpose, must fall 
on the contractor. Because of his access to pertinent information and 
more intimate knowledge of his own business, it seems only fair that 
the contractor should prove, beyond a shadow of a doubt, that his 
cost estimates are reliable. Second, it would be helpful if the con- 
tractor realized that the government purchasing and auditing staffs, 
which themselves include men with extensive industrial backgrounds, 
are making and checking cost estimates as any efficient .business or- 
ganization would. They definitely disagree with the attitude that 
government orders should be exceptionally lucrative, just as they do 
not believe that large operating losses should be taken. 

Unfortunately several contractors have exhibited some tendency 
to regard government contracts as legitimate opportunities to puff up 
costs in order to provide a comfortable cushion. Because of the 
action of a very small proportion of contractors, we may look for- 
ward to a considerable tightening of the accounting rules and defini- 
tions, as well as the audit procedures, covering cost determinations 
under such contracts. In addition, there is a strong movement to- 
wards more rigorous scrutiny of cost data submitted for any price 
purpose, whether for cost-plus or other types of contracts. These 
developments do not imply lack of faith. They are based upon a 
simple recognition of the fact that the most effective regulation and 
the most desirable contracts are based upon complete understanding. 

Facilities and Equipment 

Because of a curious provision in the Second Revenue Act of 
1940, dealing with special amortization of necessaiy plant and equip- 
ment, the risk patterns in the capital investment for plant and 
equipment are partly dependent on the tax position of the contractor. 
Since one of your later sessions will deal with this problem, the 
present discussion will not include the tax aspects. 
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New facilities may be provided under five methods: (1) private 
financing by the contractors ; (2) government financing through an 
Emergency Plant Facilities Contract with the War or Navy Depart- 
ments; (3) government ownership with a real or nominal rental 
through a Defense Plant Corporation Contract; (4) government 
ownership with supplementary management contracts, as in the case 
of a powder plant; (5) government purchasing of manufacturing 
equipment through a provision in a supplies contract which includes 
the use of the equipment. 

Under private financing, even though the loan may be made by 
R.F.C., the contractor takes the entire risk of the plant. It may or 
may not be fully used during the defense program; its utilization 
after the end of the program is unknown ; both insurable and residual 
risks due to physical damage remain with the contractor. 

Government-Financed Facilities Contracts 

Under the various government-financed facilities contracts, all 
residual risks which cannot be insured are in the government’s hands. 
In the cases of defense plant corporation contracts and govern- 
ment-owned facilities, the Federal agency pays the cost of the plant, 
takes title and assumes non-insurable risk. Under emergency plant 
facilities contracts, the Department agrees to pay for the plant in 
sixty monthly pa3anents after which it will take title. The contractor 
may assign the monthly payments, free of offsetting claims by the 
government, and the government pays for non-insurable damage. 
Although legal title remains with the contractor until full payment is 
made, the beneficial title and risk are really in the hands of the 
government. 

Both defense plant corporation and emergency plant facilities con- 
tracts give the contractor a firm option to purchase the plant at a price 
calculated by depreciating the original cost at liberal rates. In this 
way, the contractor may purchase the plant at a reasonable price if it 
appears to be a profitable venture in the future. 

These contracts provide, in eflPect, that the risk of capital invest- 
ment, which may prove worthless after the emergency, shall be borne 
by the economy rather than by the contractor. They may serve also, 
especially in the case of the defense plant corporation contract, to 
diminate the possibility that the contractor will not be allowed to 
take tax amortization because the prices in his supply contracts in- 
dude amortization. 
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An interesting cost-price sidelight is presented by these facilities 
contracts. The prices charged for government supplies produced in 
privatdy-financed facilities will include some form of dq>reciation 
or amortization. On the other hand, the real price paid for goods 
produced in the government-financed plant is composed of two ele- 
ments: depreciation and related facilities costs are contained in the 
payment for the plant, while other costs are represented in the pay- 
ment for the supplies. Therefore, the formal prices for supplies 
produced in this lype of plant will not be as high as they would be if 
they were made in a private plant especially constructed for the 
purpose. Since prices in the general market are affected by what 
the government pays, the exclusion of heavy charges for plant and 
equipment from defense supplies prices will remove a strong in- 
fluence for price inflation. 

Selection of Contractors 

On many occasions there is little choice in the selection of the 
individual contractors for defense production. In the production of 
many items, the number of companies and the total available capacity 
is limited. However, in those cases where a choice can be made 
from a group of manufacturers there are many cost criteria which 
would affect the decision. In a similar fashion such factors have a 
bearing on the alternatives of spreading the orders among more con- 
tractors or concentrating them. 

In the production of some items, a small group of manufacturers 
may be able to take care of the total government requirement at 
lower costs than others. In other cases, there may be a saving in 
using many small manufacturers. These relative cost patterns de- 
pend on several factors. In many instances, lower costs to the in- 
dividual contractor r^resent lower cost to the ecmiomy through 
greater dfidency because of such advantages as better location rda- 
tive to raw materials and component parts, more efficient machinery, 
larger supply of skilled labor, better factory management and great 
utilization of available capacity. In some cases, cost advantages 
depend upon factors which are related nqt to efficiency but to past 
capitalizations, idle and non-productive property, and in the 

financial structure. These differences are of great importance in 
using cost information during a defense program. Explaining them 
and fostering more intdligent dedtions should be one of the tasii-s 
of the cost accountant 
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Risks in Taking or Not Taking Government Contracts 

From the individual manufacturer’s point of view there are various 
risks incurred in taking government orders which displace regular 
civilian business. The individual may feel that he is in danger of 
losing his long-run position in the market, or that he must keqp a 
skeleton sales force which is not needed for government orders in 
order to retain his position. In more general terms, he may believe 
that the value of his future potential profits is too large to take the 
risk involved in a large volume of government business. 

However, in such analysis the contractor may lose sight of the fact 
that his immediate profit situation and his long-run market position 
may suflEer if he does not take the defense orders. It may become 
virtually impossible to operate plants in some industries without 
government orders. A comprehensive priorities administration may 
effect sharp curtailments in materials, tools and equipment available 
for certain civilian production at the same time that certain civilian 
purchases decline. As a result, the manufacturer may find that he 
is using such a small part of his plant capacity for civilian orders 
that he would incur large operating losses even if the prices for the 
civilian goods should increase. 

Clearly, a well-designed procurement program can reduce some of 
these relative risks so that more defense production can be main- 
tained, at lower costs and prices, and with less dislocation of in- 
dustry. In some instances it may be desirable to spread orders 
among all available capacity in order to curtail the risk of losing 
individual positions in the market. Thus, with everyone taking a 
proportionate share, relative competitive positions would be un- 
changed. In other cases, however, the relative efficiency of con- 
centrated production may far outweigh the relative risks. 

In this type of problem as in the others, cost accountants are 
afforded a great opportunity for a public contribution. Cost anal- 
yses and interpretations which clarify the problem for the individual 
manufacturer and for the government procurement agencies would 
facilitate greater defense production with lower social costs. 

Accelerating and Increasing Production 

The problem of accelerating and increasing our present defense 
production is closely rdated to the selection of contractors. Because 
of the general pattern of progress to date it is evident that production 
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must be stepped up. Such a policy may require adjustments in past 
contracts and will certainly call for additional orders. 

The choice between arranging for acceleration in the fulfillment 
of present contracts or superimposing new orders on old ones de- 
pends, in part, upon some definable risk elements. Suppose that a 
manufacturer has an ordnance order with a final delivery date six 
months from now. If he is asked to complete that same production 
in four months, he may be faced with additional out-of-pocket costs 
in the form of overtime bonuses, higher machinery repairs, more 
spoilage, bonuses for early delivery of materials, and even small 
additions to equipment. On the other hand, if he estimates job costs 
on a monthly basis, he may show substantial offsetting savings in unit 
overhead cost due to the greater volume. Such a cost pattern might 
enable him to accelerate production at little or no extra unit cost. 

However, he may believe that if he compresses six months of 
production into four feast months, they might be followed by two 
famine months. In that event he may feel that the full six months' 
overhead for the department in question should be charged to the 
order and produce the same estimates for unit burden. Translated 
into risk terms he may require a cost bonus because he cannot see 
what production the future holds in store for him. 

On the other hand, an additional order with delivery dates super- 
imposed on the old ones may change his cost position radically. 
First, the increased daily production will reduce unit overhead 
burden. Second, the order may be large enough to add shifts and 
expand departments which constitute production bottlenecks. In this 
way unit out-of-pocket costs may be kept constant or even reduced. 
In other words, he might be willing to take the additional orders at 
lower unit prices and produce an increased amount during the first 
four months. This may be preferred to collecting a bonus for 
accelerating delivery dates. Since most acceleration programs would 
be based upon a need for additional supplies, such a procedure may 
eliminate certain business risks with no charge to the economy. 

The period of time during which the additional production would 
be scheduled would bear a direct relationship to the problem of risk 
discussed under the supply contracts. Contracts for deliveries over 
long periods involve some forecasting of future prices for materials, 
services, financing and equipment, and of future wage rates. As 
discussed above, this type of risk can be curtailed through enlight- 
ened self-interest, preventing upward spirals of prices and costs* 
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Cost Accountanf s Part in Program of Acceleration 

In the development of a program of acceleration, as in the other 
problems discussed, the cost accountant’s contribution can focus upon 
advising the businessman and the government on methods for reduc- 
ing the risks, lowering costs and increasing efficiency. In the type 
of situation outlined above his analysis of the alternative costs and 
prices under supplementary agreements for acceleration and for 
increasing production may be the keystone to the solution of the 
difficulty. 

In general, the types of factors discussed here are only illustrative 
of a large body of unsolved problems. The cost accountant, because 
of his intimate knowledge of the behavior of costs, may expedite the 
development of our entire defense program by suggesting general 
solutions and by helping the affected parties to resolve the individual 
procurement situations. At a time when risk is one of the most 
important elements in national planning, he is in a peculiarly good 
position to develop new improved ways to reduce the hazards and 
their costs. Through an understanding of the procurement program 
and of the various types of contracts used, he can promote an under- 
standing between government and contractors which would take 
care of half the job. Will he accept the challenge? 

Chairman Chubbuck : Thank you, Mr. Massel, for a very clear 
statement of some of the problems which the national defense pro- 
gram offers to us. 

Mr. Massel has provided an excellent background for our second 
subject. He has stated well certain of the cost problems which arise 
as a result of that huge program on which we are embarked. The 
second speaker is going to take another phase of the same situation. 
He is going to tell us how we can equip ourselves and organize to 
solve some of the problems about which Mr. Massel has told us. 

Our second speaker is from industry, as you might guess. He is 
Assistant Controller of The B. F. Goodrich Company of Akron, 
Ohio. Mr. William M. Bechler, it gives me great pleasure to intro- 
duce you at this time to your audience. 
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MORE EFFECTIVE AND ECONOMICAL INDUSTRIAL 
ACCOUNTING AND CONTROL 

William M. Bechler 

Assistant Controller, The B. F. Goodrich Co. 

Akron, Ohio 

As I look around this room, I recognize many men who have 
JTx, contributed in no small way to the development, the advance- 
ment and the acceptance of cost accounting, which in its accepted 
definition includes forecasts, budgetary controls and standard costs. 
Many of you will recall quite vividly the years we spent counselling 
with one another as to the real purpose and meaning of standards 
and cost controls, how to prepare and how to present them, and also 
how we worked side by side in out honest and sincere efforts to 
convince management that we had something they could use. The 
majority of us have gone through the same painful, slow progress 
of finding a practical cost accounting method for our companies, 
centralizing costing eflFort and developing methods for compiling 
forecasts, budgets and standards. We have made progress and while 
each accountant continues to be faced with the problem of how best 
to prepare for his respective company pertinent and useful figures 
at the lowest possible cost and with reasonable promptness, we have 
progressed to the point where we are ready to review the reports 
management has accepted as essential controls and at the same 
time — ^seriously and with open minds — challenge ourselves and our 
methods. 

I am assuming that we learned a long time ago that costs are not 
“cures,” but are diagnoses. I am assuming, also, that we are not 
attempting to make cost accounting a substitute for management. It 
is a servant of management and can never be an3rthing else. It bears 
repeating, however, that it is a most efficient servant of, and an 
indispensable aid to, management. 

Challenge 

The diallenge is therefore this: Are we giving management too 
many figures and not enough useful tools to properly regulate and 
guide our respective companies into profitable operations— not only 
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in these days of volume production, but also through those months 
of declining volume which are so sure to overtake us? 

You are interested in facts, not theory. I propose, therefore, to 
outline to you the various major reports and controls now prq)ared 
for the management of The B. F. Goodrich Company and to point 
out the things which we have done and are now doing to minimize 
and control accounting expense, all in the hope that they raay 
challenge our thinking and provoke sufficient discussion to make this 
meeting worthwhile. 

In my opinion, the type and scope of — ^and the necessity for — 
reports depend to a large extent upon such factors as the type and 
size of the particular business ; the variety of products manufactured 
and sold ; and the management setup. With this in mind, I will out- 
line, very briefly, the general plant and management plan of The 
B. F. Goodrich Company. 

The Company 

We are a New York corporation with our main factory, researdi 
laboratories and general offices located in Akron, Ohio. The office of 
the Chairman of the Board is in New York City. We have branch 
rubber goods manufacturing plants in fom: cities of the United 
States. We operate our own rubber reclaiming plant and our own 
cotton mill. The Hood Rubber Company of Watertown, Mass., is 
a wholly owned subsidiary. Likewise, we have subsidiary companies 
in Kitchener, Ontario, Canada, and Colombes (near Paris), France. 
We do not own or operate a rubber plantation, but we do have a 
rubber buying oflBice in the Far East. 

Our products, except as limited by the present War, are sold 
throughout the world. In the United States we have branch sales 
offices and/or retail stores in approximately six hundred locations. 
We manufacture approximately 30,000 different rubber articles, a 
large number of which are special — ^tailor made — ^to customers’ 
specifications. 

Our Board of Directors consists of sixteen men, five of whom are 
executive officers of the Company. Board meetings are held once 
each month here in New York City. The Board of Directors elects 
from their number an Executive Committee of six members, two of 
whom (the Chairman of the Board and the President of the Com- 
pany) are active executive officers. The Executive Committee meets 
once each week in this city. 
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Managefnent 

An Operating, or Officers' Committee, consisting of the President, 
Treasurer, Secretary, Controller, and Vice Presidents in Charge of 
Finance, Sales and Manufacturing, meets at least once each week. 
All members of this Committee are located at Akron. 

I repeat that in my opinion the form of management as well as the 
size of the company will be found to dictate to a large extent the 
number and t3^es of reports required. 

The B. F. Goodrich Company operates under an accepted standard 
cost plan and has a budgetary expense control system. We compile 
forecasts of sales, production and earnings. In a measure at least, 
we operate under the plan or principle of exceptions. Actual costs 
are compared with standards, expenses with budgets, and sales and 
earnings with prior period figures and with forecasts. A major inter- 
est in the controller's office is the proper presentation of variances. 

Sales and Earnings Forecast 

The most important and useful report prepared for our manage- 
ment is the Sales and Earnings Forecast. In the background it in- 
cludes the sales forecast down to individual commodities and an ex- 
pense budget for each individual operating, production and sales 
department, district and branch. As necessary and essential corol- 
laries, there are the cash budget, purchasing budget and budgets for 
repairs and maintenance, capital expenditures and advertising. Each 
of these budgets is approved by the Operating Committee. The 
latter two — capital expenditures and advertising — ^are also approved 
by the Executive Committee. The budget supervisor reports to the 
controller's office. 

Forecasts to the end of the fiscal year are revised any time a major 
change is encountered, such as a revision in the price of finished 
goods, a change in labor base rates, or wide fluctuations from forecast 
in the price of major raw materials. However, we continually tie 
back to the original or "official” forecast and note exceptions. Sales 
and production forecasts are reviewed, and if necessary revised 
monthly, particularly for the benefit of the monthly cash and purchas- 
ing budgets, and for scheduling raw material releases from suppliers. 

Orders Boohed 

The second group of reports in rank of importance is the daily 
record of orders booked- These figures are summarized weekly by 
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major commodity divisions of our business and compared with sales 
quotas. Obviously, these are invaluable devices for near-term plan- 
ning. 

Profit and Loss and Balance Sheet 

The third group of reports in rank of importance includes — 

(a) Profit and Loss Statement for the current month and period to date. 

(b) Monthly Balance Sheet 

(c) Surplus Account. 

The Corporation's consolidated sales and earnings figures for the 
current month and the year to date are available to all executive 
officers, including members of the Executive Committee, on the tenth 
working day after the close of the month. They are submitted to the 
Board of Directors at their monthly meeting. Variances from stand- 
ards and quotas are indicated as footnotes on these statements. 

Within two days after submitting the Consolidated Net Sales and 
Earnings statement, we present profit and loss statements segregated 
by major divisions of our business. At this time there is available 
a more detailed analysis of net sales, deductions from sales, cost of 
sales (standard and variance), gross profit, commercial expense, and 
operating profit. Summary figures are furnished to members of the 
Operating and Executive Committees, but not to every member of the 
Board. Individual statements in detail are furnished to division 
heads. These figures are compared monthly with the prior year, 
and quarterly with the ‘^official” forecast and prior year's operating 
results. We follow these major division statements with Commodity 
and Method of Sale Profit and Loss statements. Summaries are 
furnished the Chairman of the Board, the President, and the specific 
vice president interested. Detailed statements are furnished to in- 
terested division heads only. 

In the Retail Division, monthly profit and loss statements are com- 
piled for each store and each district or group of stores by centralized 
district accounting organizations and are available to store managers 
between the fifth and the eighth of the month. Summaries are 
available for the executives not later than the ninth working day 
each month. Profit and loss statements for each sales district are 
compiled for quarterly and yearly periods only. Each statement, or 
group of statements, is accompanied by a covering note prepared in 
the controller's office which points out only pertinent facts with 
specific reference to variances from quotas and standards. 
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Sales Quotas 

Sales quotas are established at the beginning of the year for each 
galPsmaTi^ Store and each district. Attainment records are com- 
piled monthly. Incidentally, we have not hesitated to change sales 
quotas — either upward or downward — during the year, if in our 
judgment general business conditions justified a chaise. 

The district manager and home office product sales manager re- 
ceive the detail of quota attainment figures. For example, their 
statements indicate whether the particular salesman sold his quota 
of first-line tires compared with second-line tires; or, in the Me- 
chanical Goods Division whether he has sold tus quota of belting 
comfKired with hose. The general sales managers and the vice presi- 
dent in charge of the respective sales division regularly review the 
attainments by districts only, while the President of the G>mpany 
reviews only the attainment for the division as a whole. Obviously, 
any of these men can call for detail at any time thqr see fit. 

Summary comparison of sales and quotas — segr^ted by major 
divisions — covering the month and the year to tote are presented 
to division heads, to members of the Operating Committee and to the 
Chairman of the Board once each month. 

The very fact that this information receives such wide distribution 
has a stimulating effect upon the entire sales organization and aids 
materially in securing intelligently set quotas at the beginning of each 
year. 

BUled Sales Report 

We also compile a daily summary of billed sales, comparing current 
figures with the correspondii^ periods of prior month and the same 
month last year. These stnnmaries are furnished managpanent on 
the tenth, fifteenth and twentieth of the month and each day there- 
after until the end of the month. 

Production Reports 

The productimi reports furnished top management are quite simrlp , 
Unless there is a major deviation during the month from the daily 
rate set up in the monthly forecast, there is no interim rqjort mado 
to top management. If there is a major breakdown, or stoppage of 
work from any other cause, naturally they learn about it immediately 
and no report is necessary. In spch event, we merely report the 
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estimated amount of production lost and indicate whether or not it 
will be made up — with overtime. 

Industry Comparisons 

Fully 90 per cent of the rubber manufacturing companies report 
their sales to the office of the Rubber Manufacturers Association. 
In the Tire Division this report covers both units and dollars. In 
other divisions it is limited to dollars. 

The monthly unit tire report is segregated between sales to car 
manufacturers and all other sales. The accounting division prepares 
comparisons of Goodrich sales with all industry reports. Both the 
Operating and Executive Committees, as well as the specific division 
heads, are furnished with summaries of these figures. Quarterly, 
the Rubber Manufacturers Association office compiles unit industry 
tire sales by size and type of tire. Our comparisons with these 
figures are used by departmental heads only. They are not sub- 
mitted to executive officers but, of course, are available for their 
review if they call for them. 

Operating Expense Statements 

Each home office operating manager and each branch and store 
manager is furnished with a monthly statement comparing actual 
and budgeted expense, both for the month and for the accumulative 
period of the year to date. These statements are in detail and show 
amount of overrun or underrun opposite each item of expense. 

Division heads, such as general superintendents, general sales man- 
agers, district managers, etc., are furnished with the totals only for 
each department, branch, etc,, with a brief note pointing out the field 
in which any overrun occurred. The executive ofl&cer in charge of 
the specific division is furnished with summaries of these statements. 

The president, financial vice president and controller are furnished 
with a monthly summary of operating expense variances. This 
summary emphasizes the exceptions only. It is used extensively and 
effectively in Officers’ Committee deliberations and is the executive 
tool for controlling operating departments’ expenses. 

Production Cost Statements 

Departmental production costs are compared with standards 
monthly and are not only controlled as to major elements of cost, such 
as material, waste, labor and overhead, but all variable and semi- 
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variable overhead accounts are measured according to standards com- 
puted after the month*s production figures are available, in order 
that we may give proper weight to volume. 

Approximately 90 per cent of our production employees are com- 
pensated under an incentive wage plan. Direct labor effectiveness is 
a factor in determining supervision's bonus. There is, therefore, a 
temptation to pad production figures which makes it imperative, if 
irregularities are to be exposed, that our costing standards be ac- 
curate ; that labor summaries be compiled in quite some detail ; that 
semi-processed units be compared currently from one process to 
another; and completed units carefully checked into finished goods 
controls. 

The general foreman, a production staff representative, and a 
member of the controller's division jointly review the detailed monthly 
production cost statements comparing standards with actual, and 
discuss the causes for variances, if any. Summaries of departmental 
variances for material, waste, labor and overhead are furnished divi- 
sional superintendents. Divisional summaries are furnished the vice 
president in charge of production. No copies of these statements are 
furnished members of the Operating Committee or the president of 
the Company; all variances from standards are shown as separate 
items in the cost of sales group in profit and loss statements, but the 
controller's office accepts as its responsibility the duty of calling top 
management's attention to unusual variances and to items of special 
interest. 

Executive AuthormUions 

We have the usual setup requiring executive authorizations for 
capital expenditures and items of unusual expense in excess of $250. 
Amounts above $250 and less than $1,000 can be approved by the 
executive officer in charge of that particular division. Amounts 
above $1,000 and less than $10,000 require the approval of the 
Operating Committee, and expenditures for $10,000 and more, the 
approval of the Executive Committee. A weekly report is submitted 
to the Executive Committee of executive authorizations in excess of 
$1,000, approved by the Operating Committee. A quarterly report 
is submitted to the Operating Committee listing approved executive 
authorizations in amounts less than $1,000, 

In preparing all executive authorizations, and especially those for 
amounts in excess of $1,000, we show, wherever applicable, the 
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additional capacity provided and the estimated sales value of the 
additional volume. Also, there is listed the estimated financial gain 
and/or the additional contemplated profit, if any, from the ex- 
penditure. This is a most important section of our request for 
executive authorization and Is carefully followed up by the account- 
ing organization to determine whether contemplated savings are 
realized. A report listing estimated savings and realized savings for 
each executive authorization is submitted quarterly to both the Operat- 
ing and Executive Committees. This information is not required 
with the thought of simply making it tough for the engineers and 
production men, as they at times are inclined to think, nor should it 
be interpreted as an indirect method for limiting initiative. It is 
required as a sound business procedure to insure real progress and 
to prevent, if possible, unwarranted expansion of facilities and un- 
wise use of stockholders’ monies. 

Purchasing Council 

The Purchasing Council consists of the president, controller, di- 
rector of purchases and the head of our commercial research organ- 
ization. Meetings are held regularly once each week — ^more often if 
deemed advisable. A buyer acts as secretary. This committee out- 
lines the general purchase and inventory policy and indicates quanti- 
ties of materials to be purchased — the latter expressed in terms of 
months coverage desired. Coverage is computed from an estimate 
of six months’ forward consumption as distinguished from current 
or past consumption. Summary minutes of these meetings are fur- 
nished to each member of the Purchasing Council, to the accoimting 
department, and to each officer of the Company. Monthly the 
accounting department presents a statement to the Purchasing Coun- 
cil and to members of the Operating Committee comparing actual 
purchases, consumption, coverage and inventory figures with policies 
as previously outlined. A copy of this report goes to the Executive 
Committee. This deals with major raw materials and finished goods 
only. 

Controls 

i 

The foregoing outlines the major regular rq)orts furnished top 
management. Now let us review what we are doing to control 
reports and expenses, especially accounting expenses. 

During the past several years we have more than ever before 
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concentrated our eflforts toward the devdopment of practical and 
economical plans for more effectively controlling expenses at their 
source. 

Mechanical Accounting Devices 

We have adapted tabulator, p^ board and accounting machine 
methods to sales analysis, pa3nroll and labor distribution, engineering 
and maintenance costs, and in certain instances — we are still ex- 
panding these applications — ^to production planning. This means 
their use in costing both production and sales and, more important, 
having original and basic data available in such form as can be most 
readily used for all reports and analyses. I cannot emphasize the 
latter too strongly. 

Factory and Commercial Bonus Plans 

Bonus plans for factory supervision tie in with labor efficiency, 
waste and overhead expense controls. This has required weekly and, 
in certain instances, daily rq)orts, and in turn has brought about 
a wider and far more intelligent use of accounting figures by factory 
foremen and supervisors. It definitely has reduced factory expenses 
and has eliminated to a large extent, month-end cost analyses for- 
merly used primarily as alibis. 

In the several selling divisions, bonus plans tie in both volume and 
profits. Field operating personnel, as well as salesmen, participate 
in sales division’s bonus plans. This has had the effect of maHng 
the entire commercial organization cost conscious. 

Registry of Reports and Office Standards 

Every report issued to anyone in our organization is numbered and 
registered in a division of the controller’s office. The schedule date 
for issuance is also recorded. This listing may in itself prove quite 
illuminating and may surprise you. 

Under the controller’s supervision is an office standards depart- 
ment which is constantly checking clerical routine and methods for 
correlating the activities of all departments, and watching for duplica- 
tion of effort. The latter can so easily grow to large proportions in an 
orgamzation of our size. All home office and branch requisitions 
for new forms and changes in present forms must pass through this 
department. It is a convenient place to spot new rq>orts and stop 
them, if not essential. 
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Office Personnel 

The director of office personnel reports to the controller. By the 
application of modem methods of job analysis, we have been able to 
intelligently appraise all clerical and the majority of supervisory 
activities and thereby establish job ratings and a relative salary scale 
on a reasonably scientific basis for all home office employees receiv- 
ing less than $5,000 per year. It required that all jobs within the 
organization be analyzed as to their duties and responsibilities, and 
that these duties and responsibilities be further a^yzed into ele- 
ments or factors common to all jobs, so that a fair and uniform 
basis of comparison among the jobs could be obtained. 

Our program of job analysis and salary administration was set up 
primarily to eliminate discrepancies in our salary ’structure and to 
obtain a proper balance between effort expended by the employee and 
compensation received. It has not only accomplished the major 
objective we set out to reach, namely to provide management with 
a useful tool for salary administration, but it has become a construc- 
tive influence with every manager and supervisor in his approach to 
the better planning of work for his own division, and has led directly 
to simplification of methods with elimination of clerical detail. 

Annual Report Check 

Our experience has been that once a report is issued and falls into 
the hands of several people it is extremely difficult to eliminate. 
However, once each year we attach to each copy of every report 
issued a small fly-sheet asking the following: 

(a) Does this report serve a useful purpose in your hands? 

(b) Have you any suggestions for improvements? 

(c) Should it be continued? 

(d) Can it be discontinued? 

Each person receiving a copy of the report is required to answer the 
questions on this fly-sheet. Fortunately for us, the president of our 
company personally interests himself in this check-up, or elimination 
schedule. 

Progress Report and Time Cards 

We require each supervisor in our several cost and accounting 
sections to submit a monthly progress report — ^brief and to the point 
—covering the prior month’s activities of his group and his sugges- 
tions for future studies and improvements. 
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Periodically, but at least once each six months, we require every 
employee in the controller’s division to keep a ‘‘time card” on his 
activities for a few days, and to suggest ways for simplifying his 
work. It is really surprising what a careful analysis of these records 
can reveal. If you have not already done it, try it sometime. Let 
me know if your face does not turn a little red once or twice. 

Cost of Services 

In a further attempt to minimize reports, and of course to mini- 
mize expense, we inform each interested division head at least once 
each year, usually at the budget appropriation time, as to the cost 
of services he requires. This permits him to challenge any charges 
to his profit and loss statement and gives us information to attack at 
the source on the cost of providing the service. 

Our real problem in controlling reports is not with top manage- 
ment, but with the second strata. However, if the controller’s office 
can be convinced that information in a report form will be a useful 
tool to them, we proceed to compile it on the theory that all statistical 
compilations should be made, in so far as practical, under the con- 
troller’s supervision. 

Conclusion 

In the foregoing, I have endeavored to outline the reports which 
the Goodrich management consider useful tools in regulating and 
guiding our Company. I have also outlined in a rather brief manner 
the measures we have taken to interest both sales and production 
personnel in our figures and the controls on accounting and clerical 
expenses. Let me summarize briefly. 

First, under reports we have : 

1. Sales and Earnings Forecast with its essential corollaries. 

(a) Cash budget. 

(b) Purchasing budget and raw materials and finished goods 
control. 

(c) Capital expenditure budget. 

(d) Repairs and maintenance budget, 

(e) Advertising budget. 

(f) Other expenses budget. 

2. Current bookings, billings and production. 

3. Monthly and accumulative profit and loss, and surplus account. 
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4. Monthly balance sheet. 

5. Divisional and commodity profit and loss statements accompa- 
nied by pertinent facts relative to current production and cost 
variances. 

6. Quota attainments and industry comparisons. 

7. Budget and actual expenses. 

8. Production cost controls. 

9. Executive authorizations; savings, actual and estimated. 

Second : 

1. We have the constant endeavor to control all expenses at the 
source. 

2. We record basic, original cost and expense data in such form 
as will permit its use in all reports and analyses, whether daily, 
weekly or monthly, using a minimum of additional clerical 
effort. A study of mechanized accounting equipment is sug- 
gested. 

3. We register all reports and establish a definite schedule of dates 
for issuance of reports. 

4. Periodically, we notify the divisions we serve as to the cost of 
the service. 

5. We adopt periodic check-up methods, such as job analysis. 

It has been a pleasure to appear before you. I am sure you will 
luiderstand that I am not holding up Goodrich cost accounting and 
cost control methods as ideal or as final. We have, of course, given 
them a lot of study and have earnestly endeavored to reflect therein, 
over a period of years, your most helpful counsel. They will serve 
this morning as an example of one company’s interpretation and 
application of fundamental cost accounting principles. 

I can think of no better way to dose this paper than by repeating 
the original challenge : Are we giving management too many figures 
and not enough useful tools? 

Chairman Chubbuck : Thank you, Mr. Bechler, for your very 
thorough report of the functions of The B. F. Goodrich Company 
and also for the suggestions as to topics for discussion later. 

We are a little bit ahead of schedule and I wonder if there is any- 
body here who wants to ask either of our two speakers of the morn- 
ing a question? 
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Fkancis a. Paquin {Auditor, Firestone Rubber Co., Fall River, 
Mass.) : I would like to ask Mr. Massel who bears the loss of 
excessive waste in a lump-sum government contract where the gov- 
ernment furnishes the material. 

Mr. Massel: I understand the question to be: If there is ex- 
cessive waste and spoilage in the utilization of the materials furnished 
by the government under a lump-sum contract, would the contractor 
be penalized for the excessive waste and spoilage? I cannot give 
any definitive answer to that. So far as I know, there has not been 
any direct instructions covering the point. I should imagine that 
the charge would depend upon the individual situation and the dis- 
cretion of the contracting officer, who may ask Washington for 
specific instructions. 

Roy F. Swenson {Cost Accountant, The Washburn Co., Worces- 
ter, Mass.) ; I would like to inquire of Mr. Bechler whether, in 
the plan ihey are using at Goodrich, they have a suggestion system 
in force which receives the co-operation of both office and factory 
employees and in that way brings about a more eflFective and efficient 
control of their expenses. Are they using a suggestion plan on a 
monetary basis, for instance? 

Mr. Bechler: Yes, we do have such plans in eflFect — one that 
operates for the factory, another for the office. Incidentally, the 
membership of the committees which pass on the merits of sugges- 
tions received under these plans and recommend the monetary awards 
to employees is known only to the executive officers of the Company. 

Harold J. Kendall {Office Manager & Auditor, Paterson Parch- 
ment Paper Co., Bristol, Pa.) : Mr. Bechler, would you tell us how 
many products you manufacture? 

Mr. Bechler: Nearly 30,000. 

Mr. Kendall: Do you keep a standard cost on all of those? 

Mr. Bechler: Yes. 

Axjdry J. Dube {Cost Accountant, Pepperell Mfg. Co., Lewiston, 
Me.) : Mr, Bechler, how often do you adjust your standard costs to 
actual costs? 
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Mr. Bechler: Standard costs are not adjusted to actual costs 
in the sense that I like to think of standards being adjusted to actual. 
Actual costs are compared with standards monthly so that we have 
a constant and current record in front of us showing the deviations 
from standards that our actuals are presenting. We attempt to 
establish standards on the long-term basis for at least a year; we 
prefer a longer period. During the past ten years, however, we have 
had to change standards often and I am frank to tell you that under 
the present prevailing conditions, for the first time in our history, 
we are operating our factories beyond what we thought was practical 
capacity. Some of our standards are too low or too high, whichever 
way you want to put it. 

William T. Bowker {Plant Auditor, The Celotex Carp., New 
Orleans, La.) : I would like to ask Mr. Bechler whether, under pres- 
ent conditions of greatly expanded production, he has found it advisa- 
ble in some instances to diminish the volume or the details of the re- 
ports, or if there is a t^dency in that direction. 

Mr. Bechler: Very definitely so. We are constantly doing this, 
and it is something that we must aim for at all times. 

R. F. Beaven {Factory Accountant, The Mengel Co., Louisville, 
Ky.) : I would like to ask Mr. Bechler what standards he uses as 
incentives for foremen and superintendents. What basis do you 
use for that bonus? 

Mr. Bechler: The wage incentive plan for factory supervision 
ties in with labor effectiveness, waste, and with what we term semi- 
controllable and controllable overhead accounts. We operate under 
the Bedaux wage-payment plan. The foreman whose workmen 
operate above an average B hour receives a bonus. We establish 
waste standards for each commodity at the beginning of each year 
and we stick by them during the entire year so far as the factory 
supervision bonus is concerned. We follow the same plan for our 
overhead controls. We have a plan where we establish a fixed and 
variable figure for each expense account. The fixed may be $100 a 
month, which is allowed through thick and thin. The variable may 
be tied up with the labor or with the volume of production going 
through the department or with some other activity factor. That is 



32 


SESSION I 


why I made the statement that we compared our variable and semi- 
variable overhead expenses with a standard that was computed after 
the month’s production was available so that we could give proper 
effect to volume. It is on that basis that our factory supervision 
bonus works. We tie up particularly waste, machine maintenance, 
power usage and labor effectiveness. 

Mr. Beaven: Is that paid monthly? 

Me. Bechler : Yes, it is paid monthly as a separate check. 

Joseph A. Petrick (Coj# Accountant, Kellogg Switchboard & 
Supply Co., Chicago, III.) : Mr. Bechler stated that he had job 
ratings for his salaried employees. The skill according to the job 
rating and the length of service being equal for a group of employees, 
would you pay all employees the same rate as indicated by the job 
rating? For instance, the highest rating for stenographers might be 
200, and the salaiy set at $150. Would you pay them all $150? 

Mr. Bechler: If all the stenographers in our plant did exactly 
the same work so that the point ratings under the job rating plan 
were identical, and all were performing satisfactorily and had the 
same number of years of service, we would pay the $150 you men- 
tioned ; but that would be a most unusual circumstance. 

We have in this job ratir^ plan a minimum, a mean and a maxi- 
mum. The starting employee naturally isn’t paid as much as the 
experienced employee. We make it mandatory, however, that no 
manager can pay an employee in his department more than the maxi- 
mum that is set up under the job rating plan. In order for such 
employee to earn more money, the manager or the director of office 
personnd must find a place to which to promote that man before 
we pay him more. 

Maurice H. Baitles {Office Manager, Perkins Machine & Gear 
Co., Springfield, Mass.) : In connection with an emergenqr plant 
facilities contract, where one of the governmental departments agrees 
to reimburse the contractor for construction costs over a period of 
sixty months, is there any ruling on whom the taxes will be assessed 
for such buildings or equipment? 
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Mr. Massel; May I answer that first by mentioning the fact that 
the Office of Production Management, as you know, occupies a some- 
what peculiar position in the picture. It does not make the final de- 
cision. ^ 

The general rule relating to emergency plant facilities contracts 
will depend, in the final analysis, on the Treasury decision defining 
the sixty monthly pa)mients as income or as a return of capital. 
Thus far the Treasury decisions define those monthly payments as 
income. Because of that it is necessary to obtain a certificate of 
necessity before the plant is constructed. Later, it is advisable to 
procure a certificate of government protection, which is based upon 
a finding that the government’s interest is protected. This is needed 
because the government is purchasing the plant. 

A third certificate may be necessary. I do not bdieve that the 
issues are entirely clear on that. The third certificate would be a 
certificate of non-reimbursement. It may be that the Treasury will 
ask for certificates of non-reimbursement under such circumstance. 
The certificate of non-reimbursement relates to the supplies contract, 
as opposed to the emergency plant facilities contract which is tied 
up with the certificate of government protection. It certifies that the 
contract price does not include amortization. 

I trust that, in the discussion which Mr. McCluskey will lead later, 
this point will be dealt with at much greater length. 

Leonard E. Zastrow (Assistant Controller, Bucyrus-Erie Co., 
South Milwaukee, tVis.) : As to clauses in contracts, who deter- 
mines the particular type of escalator clause to be used in the labor 
and material provisions of the contract? Has the contractor the 
privilege of selecting his particular index or is he obliged to accept 
the index that is placed on the contract by either the Navy or the 
Army? 

Mr. Massel: Since the selection of the index to be used in an 
escalator provision is part of the bargain, it is difficult to determine 
whether the purchaser or the seller finally decides which one to use. 
I should imagine that at the present time the contracting officer sets 
the index numbers which are used in most of the contracts under his 
jurisdiction, because contractors are not familiar with index numbers, 
the way in which they are applied, and the relative qualities of the 
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various indexes which are available. That, I believe, would be 
present practice. How long that will continue, I do not know. 

Chairman Chubbuck Ladies and gentlemen, the meeting stands 
adjourned. 

• - . The meeting adjourned at eleven forty-five o'clock . . . 
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Chairman: William E. Perry 

Controller, Scranton Lace Co., 

Scranton, Pa. 

Chairman Perry : This morning we had a most interesting dis- 
cussion by Mr. Bechler of the report system of The B. F. Goodrich 
Company. I think you know that such report systems do not just 
happen. They are the result of careful thinking and a great deal of 
planning. This afternoon we are going to try to pick up where Mr. 
Bechler left oflF, to see if together we can learn something about 
the organization of a cost report system, and — what is equally im- 
portant — ^to discuss the problem of presenting or selling our cost 
reports to management. 

I thought it would be helpful to have a sample set of cost reports 
as a basis for discussion. I might say that these reports are beu^ 
issued by the accounting department of a textile concern which uses 
a standard cost system. I would like to review the reports with you 
very briefly, paying attention to the organization setup, the contents 
and the presentation of reports, rather than to the cost system from 
which the reports have been taken. As I do this, I hope that you in 
turn will make notes of your comments, criticisms, and suggestions 
on this particular set of reports, and — ^what is more important — ^that 
you will make mental comparisons with your own reports. After we 
finish the review, we will start our discussion period. 

Before referring to the exhibits let me make a few general remarks 
about the cost reporting system. It has been organized by the con- 
troller who is responsible for its operation. The reports are issued 
in a series. The Statement of Operations is the master report and 
the other reports are all keyed into it. Standard instructions are 
issued for the layout of all report forms covering such points as kinds 
of paper to be used, uniformity of heading, style, ^e, etc. There are 
also instructions on tjrping and filing. 

A report calendar is used to compare date finished with scheduled 
date. The reports are presented to the various officers as soon as they 
are prepared. Later, the important reports are included in an 
executives’ handbook, a copy of which is kept on the desk of each 
executive at all times. 
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As you look at the various reports, I shall make additional com- 
ments on the style of the reports and the manner of presentation. 

Report 1 is the Operating Statement for the month. As I said 
before, this is the master report and all the others are tied in with 
it. You will notice that it is a simple report with no comparisons 
and no percentages. You wiU notice also that it shows only the total 
variances and other operating figures. The report recognizes the 
operating divisions of the company — ^sales and manufacturing — ^but it 
does not recognize the different products or major departments. 
This report is presented by the controller to the president of the 
company with his verbal comments. 

Report 2 is a very simple Sales Analysis with a percentage column, 
presented to the vice president in charge of sales and later included 
in the executives* handbook. 

Report 3 is a Returns and Allowances Analysis. The purpose of 
this report is to show the number and value of returns and allowances 
by cause. This report is what you might call a simple statement of 
fact. It is presented to the vice president in charge of mill opera- 
tions, who in turn writes a letter of comment and sends it to the mill 
foreman. 

Report 4 is a Gross Profit Analysis, It shows the gross profit 
by types of outlet and by product. This type of report uses a double 
comparison: downward, the percentage of sales by product to total 
sales; and crosswise, the percentage of gross profit on each type of 
product. The vice presidents of the sales and the manufacturing 
divisions receive this report and it is later included in the executives' 
handbook. 

Reports S and 6 deal with selling expenses. The first is the sum- 
mary report of the type that Mr. Bechler referred to this morning. 
A simple comparison of budget with actual is made. You will notice 
that separate columns have been used for the amounts over and under 
the budget. Report 6 is a sample of the detail reports, such as is 
given to the sales offices. 

Report 7 covers Price Variations on Materials. The purpose of 
this report* is to separate the price variance factor from the usage 
factor on both raw and manufacturing materials. This is simply a 
comparison of actual against standard in dollars, with a couple of 
information columns: the actual and standard unit prices and the 
quantity. This report is presented to the mill vice president and also 
to the purchasing agent. 
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Report 8 deals with Usage Variations on Raw Materials. In our 
cost system we try to separate the price variance from the usage 
variance. This is the second of the two — ^an attempt to control the 
actual material consumption as against the allowances in the standard 
cost. On this we have two comparisons, the dollar value and the 
percentage of standard. This is presented to the vice president in 
charge of mill operations, to the superintendent of the weaving rooms, 
and also to the department handling the raw materials. 

Reports 9 and 10 are the manufacturing budget reports. Number 
9 is the summary report, showing by cost center the total cost of 
operation, total covered by the standards, the variations, an analysis 
of the variances by cause, and the build-up of the department fore- 
man’s budget. These figures are just the totals for the departments 
or cost centers and, of course, this is prepared after the detail has 
all been covered. Report 10 shows the detail budget for one of the 
cost centers. This is all that the foreman receives. The official in 
charge reviews the operating budget of each department with its 
respective foreman. Any requests for additional information arising 
during this conference are referred back to the cost department. 

Report 11 presents an analysis of finished product damages. This 
is presented to the vice president of mill operations and also to the 
foreman of the finishing and the weaving dq>artments. Later, this 
rqport is included in the executives’ handbook. 

This is a very simple set of cost reports, and is given out solely 
to help in our ffiscussion. The meeting is now j^rs. 

RasPONSiBiUTy for Report System 

I think we have a real question as to where the responsibility for 
organizing the cost report system rests. I might ask for a diow of ' 
hands as to whether it belongs to the head of the cost dq>artment or 
in the controller’s office. How many feel it belongs in the controller’s 
office? (A show of hands.) That is not 100 per cent How many 
feel that it belongs somewhere eke? (No hands raised.) We don’t 
seem to have any argument. 
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Discussion Outline 

COST REPORTS TO TOP AND SUB MANAGEMENT 

I. Organization of the Report System 

1. Who is responsible for organizing the report system — 

(a) Accounting officer or other top executives? 

2. Reports — on what? 

(a) A general survey to see that management is properly and com- 
pletely informed. 

3. Reports — ^to whom? 

(a) Should top management see all reports? 

(b) Should sub management get only necessary operating reports or 
also those of an informatory nature? 

4. Details of organizing the report system. 

(a) Design of report forms 

(1) Set of instructions. 

(2) Uniformity of layout, size, etc. 

(b) Preparation of reports 

(1) Standard instructions for typing, binding, number of copies, 
etc. 

(c) Report calendar 

(1) To insure r^orts being issued on time and to the proper 
executives. 

(d) Filing system for r^orts 

(1) Where and how? 

(e) Periodic review of all reports 

(1) To eliminate, to revise, to improve, etc. 

II. Style or Type of Reports 

1. Should reports be issued as part of an interrelated series, or each as 
an independent subject? 

2. What style or type of report is best suited for — 

(a) Top management? 

(b) Sub management? 

(1) Figures 

(2) Charts 

(3) Percentages or ratios 

(c) To what extent should managemenfs likes and dislikes be rec- 
ognized? 

3. What comparative data should be included in cost reports? 

4. Should reports be made primarily to cover one person’s responsibility, 
or to cover an element of operations? 

III. Presentation of Reports 

1. When— as ready or in a complete set? 

(a) How soon after closing of cost period? 

2. By what means? 

(a) To top management? 

(b) To sub management? 
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(1) Simply put on the executive's desk. 

(2) Conference method of review, either with individual offi- 
cers or in executive committee. 

3. At what point should the controller’s comments on the results shown 
by reports be introduced? 

(a) How far should a controller go in his comments? 

4. Should reports be accompanied by analyses of out-of-line items? 

IV. Report Follow-Up 

1. Is a systematic check-up on out-of-line items desirable? 

2. Is it the controller’s responsibility to call to attention of top manage- 
ment: 

(a) Consistently poor performance of other executives? 

(b) Unprofitability of certain lines? 


William M. Bechler {Assistant Controller, The B, F. Goodrich 
Co., Akron, Ohio) : Isn’t it the responsibility of the specific division 
manager of an accounting or cost department to present to his supe- 
rior, we will say the controller, in longhand, if you please, informa- 
tion which he thinks might be essential? The controller should de- 
cide at that point. If he is in doubt, he should discuss it with the 
highest executive officer of the company, if necessary, or with other 
executive officers, to determine whether or not in their opinion that 
report is essential or will serve a useful purpose? 

Chairman Perry : I think you spoke about a suggestion or prog- 
ress report system this morning. Do you feel that that would be the 
place where people in an organization would give expression to their 
ideas about what ought to go into reports? 

Mr. Bechler: In our particular setup, we use the progress re- 
port, as we term it, more for the purpose of giving the manager 
oredit for suggesting the report, rather than as a means for suggest- 
ing the report. We want suggestions from day to day or wedc to 
week, rather than having them come only from the progress report. 
He takes credit for it in the progress report. I want him to come 
in to me any hour of the day or any day in the week with these 
suggestions. 
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Chairman Perry : We tackle that by a little different approach, 
but try to get the same result. The key men in our organization give 
me what is called a monthly job report and one section of that report 
is devoted to suggestions. That would be the place where they would 
suggest any new report which they thought would be of use to the 
management. 


Standard Instructions 

Let us move along and see if we have any discussion on the details 
of organizing the cost report system. I might ask, to start off, how 
many have in their companies standard instructions on the prepara- 
tion of report forms. We might have a show of hands. (About 25.) 
Would some of you like to comment on the results you have had? 
Do these instructions work out? Are they followed; are they help- 
ful? 

John F. McCabe {Accountant, American Hard Rubber Co., Hew 
York, N. y.) : I should like to ask who is responsible for stand- 
ardizing methods, forms, headings, typing and all the other matters 
necessary to carry out that procedure. Is that a duty of the con- 
troller's office or is it a duty of the standards department? 

Harold R. Knudsen {General Cost Accountant, Anaconda Wire & 
Cable Co., Hastings-on-Hudson, N. Y.) : I think that problem de- 
pends largely on the size of the organization. If the organization 
will warrant a special department for that purpose, fine. You can 
undoubtedly draw some people out of your organization who, by their 
experience and their application to the problems they have had, will 
be good men for the work. However, you will probably find that 
a department of that type will run into difficulties when it tries to 
put its ideas over to the various departments with which it must 
work. The problem is to get a department head who is able not 
only to determine the information that will be of value to the execu- 
tives, but also to put across to the people who have to make up those 
reports, the idea that his way is the way to do it. I have no ques- 
tion at all but that the special department is the answer to the problem. 

Chairman Perry; How about standard instructions for the 
minor details of typing and filing ? How many companies represented 



COST REPORTS 


51 


here have such instructions, particularly for reports? (About 8.) 

May we have some comments from some of you as to the advisa- 
bility of going into such details as this. 

Mr. Bechler : I don’t want to monopolize your time, but in the 
larger organizations I think you will find it very advantageous to 
have one, or not more than two, central filing places for reports. 
We have found in our organization that every executive or his secre- 
tary likes to maintain a file of reports. You can let him read it and 
destroy it when he is through if you have one central place with a 
duplicate copy. I think it will save a lot of filing space and a lot of 
trouble. 


Periodic Review and Elimination of Reports 

Chairman Perry: That is a good suggestion.* How about 
periodic review of all reports? Those of you who were here this 
morning heard about Mr, Bediler’s sheet which he attaches to his 
reports once a year to see if the report is serving its purpose, whether 
it can be improved and that sort of thing. Does anybody have any 
other approach to this problem? 

Sidney Knight {McKinsey & Co., New York, N. 7.) : Mr. 
Chairman, we heard this morning of a very comprehensive method 
of dealing with this problem. In many companies, the management 
and operating thinking are by no means so advanced. In one par- 
ticular case, the plant superintendent had a very eflFective method. 
If the cost accountant came down and said, *T would like to have 
your men supply this information for a report I am making,” his in- 
variable reply was, “What report are you going to cut out?” He was 
absolutely adamant on that policy and the cost accountant always 
found something he could do without. 

Mr. Knudsen : That is a good thought. From the cost account- 
ant’s point of view, we have found that a good way to review our 
reports is to forget to make them out, and if nobody “hollers,” they 
are not needed. That has worked very eflfectively. 

Guy E. Sharpe {Controller, Red Jacket Mfg. Co., Davenport, 
Iowa) : We find that the way to eliminate reports is to put out an 
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incomplete report by leaving one page out, but marking the page. 
We let it go 30 days, and then call for the report back to insert the 
page. Then we inquire why it was not asked for. 

Getting the Cost of Cost Reports 

Norman R. Reed (^Cost Accountant, Chase Brass & Copper Co,, 
Waterbury, Conn.) : I wonder if it might not be a good idea to 
put the cost of making the report on the report somewhere, the 
number of hours taken and the cost to make up the report. 

Chairman Perry: I think Mr. Bechler said his company did 
that. Does anybody else figure out the cost? I came up through the 
cost department, but there is one thing I could never figure out and 
that was the cost of making cost reports. How do you do it? 

Mr. Bechier: It is a difficult job, I will grant you that. 

Chairman Perry: Why don’t you tell us a little bit about it? 

Mr. Bechler: Of course, there is certain fundamental informa- 
tion we must have and we try to ascertain as accurately as we can 
the cost of what we need for strictly accounting purposes, assuming 
all we did was to compile the consolidated sales and earnings report 
of the company. That portion of the expense is prorated arbitrarily 
over the hours that it takes us to draw oflf all subsidiary reports. As 
I say, it is more or less arbitrary, but it is the best that we have 
been able to think out to date. 

There is a fundamental, basic fund of information you must have 
to draw ofiE the consolidated profit and loss statements. From there 
on, some division of the company or some individual executive is 
responsible for the report, whether you think he should have it or 
whether he thinks he should have it. We prorate this cost of the 
fundamental report on the basis of the hours that it takes to compile 
the subsidiary report. That is our basic approach. 

H. D. Stehman (Assistant Controller, Armstrong Cork Co.,. 
Lancaster, Pa.) : Our system is very similar to that of Goodrich. 
We occasionally find that a report requiring an hour or two to prO' 
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duce could be eliminated, but it is extremely hard to show any real 
saving with a report of this t3rpe. On occasion, by eliminating a re- 
port it may be possible for us to take on certain new reports requir- 
ing about the same amoimt of time. Many of our reports are pro- 
duced directly by mechanical equipment. The fact that the machine 
may be idle for short periods of time as a result of the elimination 
of certain reports does not actually save any money for the company. 
It is quite a problem to determine the cost of any one report due 
to the fact that many reports stem from certain basic information 
which cannot be dispensed with. 

Chairman Perry: It is a real problem to allocate cost against 
reports. I would like to have some further comment on that. 

George W. Contant {Certified Public Accountant, Buffalo, 
N, Y,) : You have another cost there, and that is the cost of the 
wasted time of the man looking over the report, if it doesn’t serve 
any useful purpose. 

Frank P. Flint (Systems Supervisor, Koppers United Co., Pitts- 
burgh, Pa.) : We have a problem in the large number of dissimilar 
subsidiaries or divisions to which we have to prorate our accounting 
cost. Incidentally, I am speaking of all central office accounting, not 
just cost accounting. About every two years, we have the employees 
throughout the accounting department keep a detailed record of their 
time by jobs and by company. When these time units are multiplied 
by the employees’ rate we have the labor cost of the job. 

Supplies expense, in large part, is represented by special forms 
which can be charged direct to a specific job or easily prorated over 
the several jobs on which they are used. The balance of supplies 
expense, being mainly the normal bulk supplies, is prorated on the 
basis of direct labor unless extraordinary conditions indicate a dif- 
ferent basis. Determination of machine time for costing machine 
rental and expense is ordinarily made from the labor time-study. 
Again, hours times rate yields expense. Floor rent, light and similar 
charges are spread by a rough approximation of the space occupied 
by the employee or by the machine. Other service items customarily 
follow direct labor. 
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We find that for an accounting’ department of 200 people, we can 
work out in about three weeks the detailed cost of every single report 
we turn out for all the subsidiaries. This is very valuable informa- 
tion. We don’t go to the extent of appending the total cost on each 
report as it is issued, but the various controllers of the subsidiaries or 
divisions are made aware of the cost of each report. 

Chairman Perry: That is very interesting. May I ask a ques- 
tion? Does the overhead cost of these reports include the salary of 
the supervisor? 

Mr. Flint: It includes everything except the auditor’s salary; I 
suppose in other companies he would be called controller. All costs 
except the salary of the top man are included ; that is not prorated as 
it is considered management overhead. 

Chairman Perry: I take it that you do not make the division 
which Mr. Bechler referred to between the cost of the reports them- 
selves and the cost of preparing the fundamentals? 

Mr. Flint: No. I might say that there are obviously a good 
many reports stemming from the same source. We follow the same 
principle that he does in determining the cost of the central report — 
for example, the sales analysis. The sales analysis for each division 
is a central report and one which, of course, will always be made. 
But, in addition to that, there are all sorts of subsidiary reports, sales 
by salesmen, sales by plant, sales by ever 3 rthing except the original 
one which is sales by product. Those all accumulate costs, but Ihe 
costs we accumulate are only the additional costs for preparing those, 
subsidiary reports. Of course, when the controller gets the complete 
set he finds it costs him $400, we will say, to get his basic report and 
maybe $25 apiece to get the subsidiary reports, and he can then de- 
cide whether it is to his advantage to approach the auditor and ask 
for more subsidiary reports on approximately a $25 basis, whether 
some should be cut out or whether he wants some consolidated in the 
m ai n report. The subsidiary reports take only their actual cost after 
the major report is run. All preparatory work is costed into the 
major report, 

C. E, Headlee {Director of Industrial Accounts, Westinghouse 
Electric & Manufacturing Co., Pittsburgh, Pa.) : I was interested 
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in the comment by Mr. Flint, There is an element of costing in 
preparing reports that we frequently overlook. Let us assume that 
the cost of making our payroll represents 25 per cent of our account- 
ing cost, I am wondering how much of that cost could be eliminated if 
it were not for the reports that are taken from that basic information. 

As another example, we are frequently making reports from in- 
voices. I know that in one case some time ago we discovered that 
quite a bit of our invoicing cost was for the coding of those invoices 
and putting other information on them for the later preparation of 
statements. I am wondering if Mr. Flint gets that element into the 
cost of preparing his statements. 

Mr. Flint : We do. As I said, our reports cover general account- 
ing as well as cost accounting. We start at the beginning and include 
in the sales analysis, for example, the cost of the coding, all the costs 
in the tabulating room, including supplies and rental, and everything 
else that can properly be charged to it. The result is that if the set 
of sales reports were discontinued, it would wipe out the whole cod- 
ing section, its proportion of the tabultaing department, the steno- 
graphic room, the mimeographing department and so on and so forth. 
We think we get a complete cost of doing that specific job and a cost 
which, if the job were discontinued, would be representative of the 
saving. 

Someone suggested that some of the costs are perhaps theoretical, 
that if you discontinue the report, you don’t discontinue the cost. 
That is very true. If any of you have tried to cost, you will find, even 
with a time study by individuals, that you don’t get 100 per cent 
machine efficiency, or 100 per cent labor efficiency. There is always 
a little slack and all you do is add to that slack if you discontinue a 
single report. Of course, if it is a large enough report, then you 
actually can revamp the personnel, or the machine expense, or what- 
ever creates the cost in that particular department. 

Selling Cost Reports to Management 

Rudolph Matthaus {Office Manager, Muirson Label Co., Inc., 
New York, N. Y.): With reference to the need for and usage of 
reports, I think it is definitely a responsibility of the department 
which compiles the figures to determine what vadue these figures may 
have, and to issue reports accordingly, rather than to wait for some- 
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body to call for these figures as the need for certain information 
arises. If the department has previously determined that certain re- 
ports contain an important message, yet finds that they are not being 
utilized, such reports should be revised so that they will more clearly 
and forcefully present their story. In this way they will no longer 
be “merely figures” but become “useful tools.” 

Mr. Contant : I think sometimes when reports have no apparent 
use, or rather when they don’t appeal to the management, instead of 
discontinuing them, it may be a matter of educating the executive to 
the use of those reports, of finding out why they are not acceptable 
in their present form and revamping them so that they are usable. 

Chairman Perry; I have always maintained that the job is 
only half done when the report is made, that after we have done the 
best job of preparatory work in getting our figures in shape, we still 
have the job of selling the report. I think that somewhere in the 
controller’s organization lies the responsibility of getting it across. 
I think it is half the job. 

James W. Jones {Chief Bookkeeper, Glenn L. Martin Co., Balti- 
more, Md.) : I am somewhat new at this cost accounting business. I 
am in the aircraft industry and we are feeling our way, so to speak. 
Heretofore our company has always accumulated costs on a job- 
contract basis. Wititi an eye to the future, we have devised a 
production-order system to give us costs on assemblies going into the 
airplane. I am not able to predict the future, but I imagine that we 
will eventually get into standard costs on many of the parts, depend- 
ing on how well the industry establishes the types of airplanes. At 
the present time, airplane models have changed so rapidly that before 
you get one off the assembly line, you have a new one on the board 
ready to go into production. 

We don’t prepare many cost reports because of the methods used 
in cost accumulation. I was wondering whether we would be wise 
in our accounting department to go ahead and prepare a lot of reports 
and submit them to the vice president in charge of manufacturing if 
he weren’t going to use them. We accumulate the costs on the con- 
tracts and show the costs in relation to budget figures, which were 
estimated when the contracts were entered into. My experience 
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has indicated that the management doesn’t always use the reports. 

We went so far at one time as to forecast our budget requirements 
for financing probably sixteen to eighteen months in advance, and 
one month, because of the press of other things, the budget report 
was not made up. Nobody asked for it and I didn’t make it up for 
several months thereafter. Now, that is an example of what some- 
times happens to reports. My particular problem is : Should we wait 
for the vice president in charge of manufacturing to ask for these 
reports ? Should we anticipate his requirements to some extent? Or, 
should we somehow combine the two? 

Orville E. Sharnborg {Controller, The Vendo Co., Kansas City, 
Mo.) : My problem is somewhat similar. In our costing we start 
from the engineering blueprint for parts and work from each in- 
dividual item to the sub-assembly and from the sub-assembly to the 
completed article. In that way, even though we change models every 
year and make various changes during the year, we have a cost and 
a consequent selling price tied up directly with each particular model. 

With regard to management reports, I feel that the “sale” of these 
reports is most important. It seems to me that that is our function. 
We have going across the controller’s desk sales statistics, analyses, 
tabulations, profit and loss statements, balance sheets, production fig- 
ures and costs, and it is his job, it seems to me, to interpret these 
reports. The managements with which I am familiar know very little 
about figures. Perhaps even the ability to read the balance sheet is 
lacking. I believe that in addition to selling reports to management 
we should attach to our main reports each month, particularly the 
balance sheet and cumulative profit and loss statement, suggestions 
based on other reports that we have on our desk, whether they are 
released to top management or not. On the basis of these sugges- 
tions, they can call for and follow through the detailed reports which 
we have. 

Alfred G. Block {Secretary & Treasurer, Barnes Drill Co., Rock- 
ford, III .) : I think Mr. Shamborg is right. Often management 
does not know what type of reports they need. Sometimes you have 
a cost-minded management, sometimes you have an engineering- 
minded management and sometimes you have a factory-minded man- 
agement. In the smaller companies you have to put yourself in their 
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position in order to make up the reports and present the information 
they want In our case, we prepare the information. We prepare 
just one copy which we pass around to board members, for instance, 
and then file permanently in a binder. In that way the reports do 
not get spread around promiscuously and they are held more confi- 
dential. We prepare the information even if it isn’t to be used imme- 
diately, because invariably someone will request a report. If you 
don’t have the information available, you will have to do some real 
searching to get it together in time so that it will be of value. 

Mr. Sharnborg : I would like to follow through on what I said 
a moment ago. I agree that there are two types of reports. In the 
first type we are accounting for or relating what has actually hap- 
pened, and here the controller can express his ingenuity by the use of 
charts. I attempt to use a chart either in place of or as a subsidiary 
to every statement, using bar charts, circle or pie charts, or pictorial 
charts. 

Your second type of report is in the form of a recommendation 
based on the data previously submitted. Often a bar chart with the 
notation "Is this so?” will open the door to the suggestion or recom- 
mendation. 

Chairman Perry: How do you get those reports to the man- 
agement? Do you take them in personally ? 

Mr. Sharnborg: I take them in personally. 

Chairman Perry : And discuss them when they are presented ? 

Mr. Sharnborg: Yes, allowing as much time as is needed, 
whether it takes one hour, one day or two days. 

Chairman Perry: How about department foremen and what we 
call sub man^ement? 

Mr. Sharnborg: We follow up later and as questions arise, but 
we send the reports to the sub management. 


Method op Presentation to Management 

Chairman Perry: We are getting into the presentation of the 
reports, which is part of the problem of selling them. While we are 
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on this subject, suppose we have a show of hands as to how many, 
when the reports are finished, send them in to the management by 
office boy ? There is one who follows this practice. 

Mr. Knudsen : There is a reason for our method. The reports 
are simply an accumulation of figures which the management has re- 
quested, Reports, to me, can be divided into two types: first, there 
are reports on what has been done ; second, there are reports to show 
what should be done. Our opportunity comes when we gather figures 
and supporting information which the management can use in doing 
what we think the management should be doing. That, too, is where 
interpretation enters in. 

Chairman Perry : In other words, you think there are the usual 
and ordinary reports that might as well be sent to management by 
the office boy and the special report which should be delivered by ac- 
tual contact. I send all my reports in to management through the 
office boy. I feel that it is a very wise thing to let the management 
see the figures and digest them a little bit before we start to talk 
about them, 

W. Herbert Palmer (Assistant Treasurer, Lowe Paper Co,, 
Ridgefield, N, /.) : It seems to me that the attitude of management 
toward the chief accountant has considerable to do with how these 
reports should be presented. If management feels that the chief ac- 
counting executive is a high-class or overrated bookkeeper, he will 
present his reports that way. If he is willing to let the controller or 
the chief accountant have the position to which he is entitled, then he 
should have the report presented so that it can be interpreted by 
management. 

This is critical of the accounting profession, but accountants have 
stood by to a considerable extent and permitted engineers to take the 
field of costs away from them. They are also permitting lawyers to 
take taxes away from them. I think that if we interpret the ac- 
countant’s position in an organization to be all-inclusive, to be the 
prophet as well as the historian, to be the one to show what the profits 
should be and what they are, what you have lost and why you have 
lost it, then footnotes and explanatory notes on reports will be of con- 
siderable value to management. 

To my way of thinking, it is a question of selling the position first. 
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If you sell the position of your chief accountant and his importance to 
your company and to management, then you have gone a long way 
towards answering these other questions. 

Thomas E. Hurns (Assistant Secretary, Detroit Edison Co., 
Detroit, Mich.) : I would like to say one word in defense of sending 
the statement in by the office boy. In my opinion, the good report, if 
it is a perfect report, doesn’t require any verbal explanation. It 
should be made up so that, if it raises questions in the mind of the 
person for whom it is addressed, it also answers those questions. I 
think the best plan is to send the report in to him. If it is a good 
report, he will be able to understand it and answer all the questions 
that arise in his mind. If it is a poor report, you can tell it is a poor 
report by the number of questions he asks. 

Howard C. Zook (Cost Accountant, Wooster Brush Co., Wooster, 
Ohio) : I think the way to solve this problem is to create an interest 
in the report before the report is made out, then you will not need to 
sell it to anybody. 

Mr. Stehman : I know an old gentleman who lives in a small 
town. I don’t think he ever did work, and I don’t think he is working 
now, but he has done a lot of whittling in his time. He said, "Steh- 
man, find out what the people want and then give them plenty of it.” 

By the same token, I think that is what we must do in presenting 
our reports to our superiors. Give them a report that they under- ‘ 
stand and will use in the administration of the business. In our Com- 
pany we have five selling divisions, each one headed by a sales man- 
ager, together with a number of assistant sales managers. You can 
send a report to some of these individuals and it will serve its pur- 
pose, while with others much better results can be obtained by sitting 
down across the desk and discussing the exceptional items in the re- 
port. After all, I think you must adjust the presentation to the 
executive’s personality. 

Chairman Perry: We don’t want to get our discussion period 
unbalanced. We have another section here that we want to discuss. 
Suppose we just have an expression of the methods of presentation 
that are being used. Let us have a show of hands. We are talking 
about top management first. Those who use the. office boy method 
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of presentation, raise your hands. (24) How many use the confer- 
ence method in presenting their reports? (45) We might also ask 
in this connection how many use reports that have footnotes or ex- 
planatory comments typed right in as part of the report? (43) 

Types of Reports — Special Reports 

On account of time, I think we shall have to leave this interesting 
discussion on the presentation of reports. Let us consider the style 
or type of reports. We will start first by asking whether or not there 
is any advantage in trying to set up the statement of operations as 
it has been set up in this typical cost sheet as the key statement, and 
relating the other reports to it by taking each line that means some- 
thing and supporting it with the detail? How many have their re- 
port systems set up to do something at least similar to this? (39) 

, Mr. Headlee : I am going to comment on Mr. Perry’s question, 
but in connection with the last discussion. The presentation of re- 
ports, or the method that is followed in presenting reports in our 
company, is governed to some extent by the type of report, as I think 
it is everywhere, as well as by the type of manager that we have to 
deal with. We have come to the conclusion that special reports, re- 
ports necessitating a special study, are very valuable and that notice- 
able action is taken on such reports perhaps more frequently than is 
the case with regular reports. 

My department tries to prepare one such report per month. We 
may not prepare that particular report again for a year. However, 
we do sometimes prepare such a report and have it called for regu- 
larly. I think the controller of our company prepares on an average 
three such special studies per month. In these cases, of course, the 
presentation is usually not by the office boy method. There are 
questions regarding the basis for such reports that may need ex- 
planation beyond what you can give in the report itself. Generally 
the basis used for regular reports is the office boy method. 

Coming now to this point you mentioned, the special type of report 
is usually not keyed in with any existing report. Regular reports 
are tied in. We do have a numbering system that identifies the 
particular type of report we are talking about. As I see it, our plan 
is pretty much the same as you outline here. For example, you have 
your No. 6 report. We refer to it as our No. 25 series of statements, 



62 


SESSION II 


which is the type of budget and actual expense statement used by our 
sales, administrative and engineering departments, 

Mr. Contant: Mr. Perry, it seems to me that if your report 
system is properly developed, the necessity for special reports should 
be minimized. Where you find that special reports are constantly 
being called for, you are not giving the information that is required. 
Your reports should be modified to the extent that that information 
is worked in as a permanent part of the report. 

Chairman Perry: I wonder what subjects you would consider 
required special, rather than regular reports. 

Mr. Headlee: As an example, we had a wage increase about a 
month ago, and at the present time we are making a study of the 
effect of that wage Increase on various elements of our costs and 
inventories. We will make some special reports on that in addition 
to any information that was furnished on that subject prior to the 
time the wage agreement was entered into. That is t3^ical of one 
type of special report. 

Chairman Perry : Do you care to give other examples ? 

Mr. Headlee: Occasionally we will go into considerably more 
detail in connection with inactive or slow-moving stocks than we 
might regularly report to our management. 

Still another special report is a tabulation of our factory expenses 
with the idea of comparing division with division. It is too volumi- 
nous a job, I would say, for us to do this regularly. Even if we did 
it regularly, I am not sure that management would find the time to 
make the comparisons or studies that we hope they will make of the 
special tabulation. 

Simple Versus Complex Reports 

Chairman Perry: Now let me ask what style or type of reports 
are best suited for top management, recognizing, of course, that man- 
agement has its likes and dislikes. 

Let us have your experience in this connection. Some reports that 
are prepared have in them a simple comparison or a simple statement 
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of fact and there are other reports* that are fairly complicated where 
you might say we have compound or complex comparisons. Is there 
any advantage in simplifying reports? For example. Report No. 2 
is quite a simple report; No. 3 is very simple. How about reports 
4 and 9, however? 

Does anybody have any comments on these types of reports, or 
how long and detailed they should be? 

Fred W. MxntRAY {Public Accountant, Jordan & Jordan, Port- 
land. Me.) : Top management should receive from the cost account- 
ant a comparative statement showing the determination of profit by 
product, and showing current operations as compared with results 
of a year previous and with the standard cost. All supplemental 
detail should be available upon request by top management for regu- 
lar periodic checks or for study in case of an unpredicted fluctuation 
in profit. 

William E. Jackman (Accountant, Eastman Kodak Co., Roches- 
ter, N. Y.): Mr. Chairman, I have heard considerable talk about 
the reports presented to top management. It seems to me that one 
of the important things that is facing industry today is the necessity 
of interpretation of reports to sub management in such a way that 
errors can be corrected and that problems of control at the source 
and on the line can have definite and quick action. I would like to 
have an expression of experience as to whether it is more eflfective 
to deal with the sub management individuals on a basis of conference 
with very simple reports, backed up by detailed rq)orts where there 
are any questions on the part of the sub management; or whether it 
is better merely to design a set of reports whidh can be presented to 
the submanagers through the office boy method and then await their 
comment. 

Mr. Jones: We present our reports to the president and the 
executive vice president in summary, but they go out early in the 
month- There have been occasions when we got them out on the 
fourth and fifth working day of the month. The supplementary re- 
ports, similar to your Nos. 4 and 9, go out later. The reports to the 
vice president in charge of manufacturing concerning the operations 
in the factory go out about the same time. We frequently get our 
reports out around the seventh or eighth working day. I was inter- 
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ested in the distinction which Mr. Bechler made this morning be- 
tween calendar days and working days. We normally get our re- 
ports out around the tenth or eleventh of the month, depending on 
when Sunday falls. 

When it comes to the operations in the various departments, we have 
recently inaugurated a system whereby each operation is budgeted 
as to number of hours. Actual hours worked on each airplane for 
each operation are reported. There is a separate group in the vice 
president’s office that follows up the report ; that is, on plane No. 137, 
on operation No. 10, there should be so many hours. If it exceeds 
the number of hours budgeted, somebody has to tell why. That 
information goes out pretty shortly after the report comes in from 
the factory. The information comes in from the factory and the 
report is written up on tabulating machines daily. Of course, we 
have rather up-to-date information because our payroll is actually 
computed by the fourth working day after the close of the week. 
This report is cross-balanced to give us cost information and pa 3 n:oll 
information at the same time, so that one day later we have the cost 
information, 

Mr. Sharnborg: I think the discussion goes back again to the 
type of organization. Where the controller is next in line under top 
management, he goes to the manager and presents his report. De- 
tailed subsidiary reports are sent down the line, for instance, to the 
production manager. I will send him a report and he, in turn, will 
call each department foreman and go over it. Then, if any ques- 
tions come up requiring more detail or further discussion, we get 
into it. The same is true with the engineering department and with 
the sales department. Down the line the reports are given in greater 
detail and cover less territory. 

Howard A. Giddings {Staff, Leach, Rindfleisch & Scott, Rich-- 
mond, Va.) : I was very much interested in the remarks a while ago 
about the time of sending in the report. It brought to mind a point 
presented by a speaker at a recent chapter meeting. This man was 
the controller of a large concern, with about 28 subsidiaries. 

The accounting department was required without fail to send to 
the management on a certain day each month the principal reports 
neatly bound in a folder. I assume that if extra reports were needed 
on special activities, they were given. The requirements as to date 
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of submitting reports applied irrespective of Saturdays, Sundays or 
anything else. If these reports are expected by management, for 
example, at nine o'clock on the morning of the 8th of the month, they 
are there at nine o’clock on the morning of the 8th of the month. If 
there should happen to be two Sundays in between, that does not 
change the time of the report; it simply means the accounting de- 
partment works overtime in order to meet the schedule, and then to 
comply with the requirements as to wages and hours, they take time 
off subsequently. 

The time table regularity in submitting these reports, plus the fact 
that they are “dressed up” by being neatly bound in folders, helps to 
insure that these reports will be looked for, and will get attention. 

Chairman Perry: I think there is a great deal to be said for 
checking our reports to see that they contain the information in such 
manner that it doesn’t take too long to sift it out. I am very much 
in favor of reports that are nothing more than simple statements of 
facts or have only a simple comparison in them. We practically have 
a rule not to go beyond that ; this doesn’t necessarily reflect on the 
intelligence of management, either. 

Mr. Contant : Mr. Perry, I heartily agree with that statement. 
I think the person who makes up a report usually knows a lot more 
about it than anyone who attempts to read it. I have found that you 
can stimulate a great deal of interest in the report by highlighting it 
in a letter with possibly a page or not over a page and a half of 
comment. You can bring out the highlights and stimulate an interest 
in that report which, otherwise, they will not take time to read. 

The Use of Charts 

Chairman Perry: I should like to have some discussion on 
whether figures or charts are the best methods of presentation. I 
would like to hear particularly from men who have had experience 
with charts. 

Joseph Siegel {Accountant, Standard Statistics Co., New York, 
N, Y.): I believe that charts provide a most effective method of 
presentation; but, for normal monthly reports we generally run into 
trouble in their use. It is a pretty tough job to make up and revise 
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a large number of charts every month; it would be quite expensive. 
For special purposes now and then, or for maintai nin g charts within 
the accounting department which management can use whenever thqr 
want to, I believe charts are very useful. 

Mr. Bechler: It has been my good fortune to serve under five 
different presidents of our company. We lost three of them by 
retirement and another one by death. Only one of those men wanted 
all his figures presented in chart form. The conclusion in my mind 
is this: if you want to present figures to a group of people, charts 
generally are the most effective way; for across-the-desk presenta- 
tion, statements are preferable. 

Chairman Perry ; How about preparing charts for mill foremen ? 

Mr. Bechler : We have never been successful in presenting charts 
to mill foremen other than Just the production curve or total cost 
curve. 


Jesse G. Kline {Accountant, Atlantic Refining Co., Philadelphia, 
Pa .) : My experience has been that it largely depends on the type 
of supervisor. We find that recent graduates in engineering want 
charts and graphs. Older men, without the engineering background, 
desire the colupmar type of presentation. In general we have had 
the most success in presenting a combination of methods and satisfy- 
ing all parties. 

Chairman Perry; I think it might be interesting to have as a 
matter of record a raising of hands as to how many are using charts 
for presenting figures to top management. Those who use charts 
only to present figures to top management, raise their hands. I see 
only one. A combination of charts and figures. (33) Figures 
only. (50) 

Gentlemen, our time is up. Thank you all very much for your 
hdp. 

. . . The meeting adjourned at three forty-five o’clock . . . 
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BASIS FOR EXPENSE ALLOWANCES IN THE 
FLEXIBLE BUDGET 

Chairman: E. E. McConnell 

Controller, Norton Company, 

Worcester, Mass. 

Chairman McConnell: It is my imderstanding that the discus- 
sion leader is not expected to deliver a lecture. It is his duty to 
present a few thoughts for your consideration to serve as the basis 
for discussion. 

While the subject as announced covers only expense allowances, 
we shall consider during this meeting questions of indirect labor as 
they are part of overhead. First I am going to discuss briefly the 
over-all basis for the flexible budget from the viewpoint of the vari- 
ous groups of budgets that we have in our organization, starting with 
the sales groups. 

All of our salesmen are on an incentive plan based on the sales 
volume, and their expense allowances are on a variable basis. Our 
district offices and warehouses are also on variable budgets with ex- 
pense allowances according to the monthly volume of sales in each 
particular district. The sales organization of our Worcester head- 
quarters is also on a variable budget. Eveiy dollar of sales expense 
is on a variable basis except compensation of new salesmen or engi- 
neers in the field who are in training and have not recdved their 
sales quotas, national advertising and motion pictures. All other 
expenses are directly variable with sales volume. 

In our machine division, which produces grinding machines and is 
a machine tool industry, the entire division is on an allowed-hour 
basis. There we can measure the production of the departments on 
the basis of allowed hours as determined by the planning department. 

In the manufacturing section of our abrasive division, practically 
every dq)artment is on a variable budget with tonnage, pounds, list 
value, allowed hours, direct labor, clerical work, or some other method 
of measurement best suited to each particular department. 

When we begin setting up a variable budget for a manufacturing 
department, we first study our direct labor condition and determine 
the basic production item for our variable budgets on the basis of the 
payment of direct labor. We will discuss later some of the individual 
problems in connection with the various manufacturing departments. 



68 


SESSION II 


After determining the volume of production or volumes of produc- 
tion to be used (as we may have five or six items in one manufactur- 
ing department), we have the problem of simplifying our budget 
operation so that we can issue our budgets by the 20th of the month. 
In order to facilitate the computation of budgets, we have weighted 
the production in each department which has more than one type of 
production, and that weighting factor is the direct labor cost of the 
department. In other words, we might have a product in a depart- 
ment that had a direct labor cost of one dollar per thousand and 
another product with a direct labor cost of two dollars per thousand. 
We would then weight the two dollar per thousand production at 
twice as much as the dollar per thousand production in order to get 
a common denominator for indirect labor and expense allowances and 
to simplify the computation of the budget. 

In establishing our allowances, both for indirect labor and expense 
allowances in the various budgets, we have attempted, recently, to 
chart these allowances on a quarterly or annual basis. We might 
review eight or ten years to get a complete history of the particular 
expense account and at the same time determine whether or not there 
have been any changes in the manufacturing operations as shown by 
the expenditures. 

That method of determining our allowances has aided us materially 
in explaining to the foremen and the supervisors the basic method of 
securing their allowances at any volume of production. A foreman 
who has not been educated in accounting procedure has difficulty in 
following our system of expense allowances by looking at a series of 
figures. He can see the picture when it is presented on a chart and 
can visualize it. 

We had an experience recently with a works manager in going over 
a revision of his budget. We had a chart for every labor and ex- 
pense account. In reviewing the various expenses, it didn’t take him 
very long, where a large loss variance appeared for a particular 
quarter, to go back in his mind and ascertain the reason for the 
particular loss variance. He said it would not occur again; it was 
an abnormal condition during that quarter. 

This is a brief outline of our over-all basis allowances for our 
various budgets. 

In specific items, there are three expenditures under indirect labor 
which have caused us considerable difficulty. We have not solved 
our problems up to the present time, and I hope that you may be 
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able to help us in this matter. Our supervision and clerical allow- 
ances have worked very satisfactorily over the last five or six years, 
particularly due to the fact that our foremen are paid on the basis of 
their budgeted operations. We establish a base and high rate of pay 
for a foreman, and on the 25th of each month he will be paid what 
we call adjusted compensation over and above his base pay, based on 
operations for the previous month. In this manner we are able to 
control our supervision under normal operating conditions. The de- 
fense program has increased work from two to three shifts, and 
added green help, causing more supervision than in the past, so that 
we have had considerable difficulty during the last six months in 
controlling our expenditures for supervision. 

We have two other indirect labor expenses that cause us consider- 
able trouble. One is overtime bonus. Up to the present time we 
have established overtime bonus on a basis of standard equals actual. 
The operator of the budget cannot sustain a loss or gain variance on 
overtime premiums. Our reason for reaching that conclusion is due 
to the fact that the individual foreman or supervisor does not have 
control over the overtime expenditure in his department. He is 
advised by the management that he must operate his department 
forty-four hours or forty-eight hours or fifty hours, regardless of 
his own judgment in the matter. 

Another indirect labor item presenting a problem to us is breaking 
in labor. Within the last year we have hired a considerable number 
of new employees, and they are paid a minimum rate per hour re- 
gardless of their production. The diflFerence between the minimum 
rate that we pay them and the actual amount that they earn on the 
piece-work basis is charged to breaking in labor. Up to the present 
time, we have allowed the foreman to take a loss variance on this 
item; we have not put it on a standard equals actual basis. 

Then, we have considered the possibility that we might establish 
an allowance for both of these items at ISO per cent of normal activ- 
ity, thinking that most of our expenditure for overtime and break- 
ing in will come at a specific point between 150 per cent and a high 
level of operation. We think that would work very nicely on the 
up-trend, but what worries us at this particular moment is when to 
discontinue the allowance for overtime bonus and breaking in labor 
on a down-trend. Particularly with breaking in labor, we should 
not continue the allowance when the volume of production decreases 
in a department. We would not be hiring any new employees. It 
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would be a question of timing as to when to discontinue the allow- 
ance for breaking in labor. 

The overtime bonus might possibly work on a downward trend 
until we reached a point of ISO per cent activity. Those two indirect 
labor items are giving us considerable trouble from a variable budget 
viewpoint. 

In connection with repairs allowances in all our budgets, we have 
made repairs a direct variable. The operators of the budget will 
receive a certain rate per thousand of production, which rate will not 
vary with the volume of activity. Our allowances are set up on an 
average rate based on experience in the last eight years. Usually we 
use eight years as the basis for determining this rate, with the thought 
that the allowances for repairs and the actual expenditures for repairs 
should equalize over a cycle of eight years. Of course, in all allow- 
ances of that character we have to take into consideration whether or 
not there have been any changes in the particular department that we 
are studying. 

In our machine division, we have two problems which we have not 
solved as yet. One is the question of servicing expense. We sell 
machines and expect to service them in case of any difficulty, such 
as breakage in transit or the breaking of a part due to the particular 
pressure of the moment in delivering machine tool products. We 
have studied many measures in an attempt to ascertain the one best 
suited for the allowance for servicing expense, such as domestic sales 
dollars, domestic activity, domestic and foreign activity, and all shop 
activity. While we recognize that eadi one in itself is not the per- 
fect measure for this allowance, we are now experimenting with an 
allowance based on the over-all shop activity. 

A similar situation exists in connection with the obsolete material 
expense. Obsolescence through engineering changes will always be 
a major item and close contact must be maintained between the engi- 
neering department and the planning department. Also, it may be 
profitable at times to build more parts than are actually needed, due 
to the cost reductions in making lot quantities. It was finally agreed 
to make this item a semi-variable expense because it is known that 
there is a tendency to review inventories for obsolescence during 
periods of low activity when time is available. 

In our abrasive division, which is the wheel manufacturing division, 
at the time we instituted our original budgets we did not have any 
rejections in our departmental eaqpense. In 1938 we started to study 
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our rejections and allocate each rejection to a manufacturing depart- 
ment, We are building up a history on that basis but have not, as 
yet, except in one or two instances, charged these rejections to the 
foreman as a part of his departmental expense. We hope, however, 
when we succeed in getting sufficient information under present-day 
operating conditions, to charge rejections as a part of his expense and 
make him responsible for all rejections chargeable to his department. 

There has been a lot of discussion as to whether these allowances 
should be on a straight-line basis or a step-up basis. We have studied 
that. In our machine division, the original budgets were on a step-up 
basis, and we have just completed a revision which will change all 
our machine division budgets to a straight-line basis. That might be 
a point for discussion in the group as to which method is better for 
expense allowances and indirect labor. 

I think that concludes the introduction of the subject and we might 
have a discussion on any one phase. 

Are there any questions that you would like to ask at this time 
about sales expense allowances? 

Sales Expense Allowances 

Francis E. Swisher {Chief Accountant, Dennison Mfg. Co., 
Framingham, Mass.) : Mr. McConnell, did you say that you had a 
variable expense budget for wardiousing expense in districts? 

Chairman McConnell: Yes. 

Mr. Swisher: And it is a straight-line variable budget, not a 
step-up budget with a stand-by charge and a variable allowance? 

Chairman McConnell : We have our warehouse expense divided 
into two classifications — ^the controllable and the non-controllable. 
The latter group includes depreciation and fixed charges, repairs to 
building and state franchise taxes. 

We have found during the last five years that it was impossible to 
hold a district manager responsible for state franchise taxes. For 
example, in the State of Pennsylvania where the taxes have increased 
enormously, we felt that we could not hold the district managers at 
Philadelphia and Pittsburgh responsible for those taxes and charge 
them with a loss variance, thereby cutting their pay by that loss vari- 
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ance. All of our office labor, our warehouse labor and our warehouse 
expenses are treated as directly variable. 

Mr. Swisher: Under existing conditions, with a great increase 
in business, doesn’t that tend to give an unearned bonus? 

Chairman McConnell: No, it doesn’t. I am sorry Mr. Hicks 
isn’t here to talk about the machine division. In our machine tool 
line, the original budget as set up in 1932-33 established a normal 
rate of production. We are now operating at 500 per cent of that 
normal. We have a base level which is approximately a 1932-^33 
level. Then, we had what we called a Range A point which repre- 
sented our former high level or the amount that was set up as capacity. 
On top of the A level, we have B, C and D levels to take care of this 
great increase in production. As soon as we reach the A point we 
may slope off certain expenses on a different line, and the same would 
be true of the B, C and D points. 

In our other divisions we are going above our A point, and we 
have recently installed a B point to take care of the excessive volume 
under the defense program. Some of our sales expenses are a good 
illustration. In some of our sales expenses at Worcester we do not 
allow any more for the B level than we did for the A level because 
their expenses will not increase. On others, such as salaries, we 
slope the line off to allow for an increase based on the number of 
hours and the number of employees that they will need at the B level 
of operation. 

The same is true of our district warehouses. Some expenses go 
up very slightly at the B level, others might not go up at all, so that 
we have two lines in connection with this extensive production under 
the defense program, but our normal operations would be between 
our base and A point. This larger production may last two or three 
years, during which time we will use the superimposed B level of 
operation on top of our A level. Does that answer your question ? 

Mr. Swisher: Yes. One more question: Salaries may vary with 
dollar sales and something else may vary with tonnage, is that so? 

Chairman McConnell: That is right. Take, for example, our 
district warehouses. At the present time our office salaries are based 
on sales, but we are experimenting with orders received, manuf actur- 
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ing checks written and invoices. We are also experimenting with a 
tonnage basis — ^the number of pounds handled — or warehouse allow- 
ances. That is the way we proceed with all our budgets. 

It is a question of installing them and then studying and tr3dng to 
develop some other method of measurement which is better than the 
one we are using. 


Setting Allowances 

William C. Wichman (Assistant Works Accountant, General 
Electric Co., Fort Wayne, Ind.) : Mr. McConnell, I gather that you 
are entirely willing to use any number of bases which are necessary 
to kill an alibi from the shop that the basis isn't fair. 

Chairman McConnell: Yes, that is true, although it is not so 
much to kill an alibi, since they don't alibi as much as one would 
suspect. We are doing it for the purpose of better control. We 
want them to be able to control the operations in their departments, 
and if we find that a certain expense attaches itself to a certain prod- 
uct, we use a separate basis for calculating the allowances for that 
particular expense account. 

Mr. Wichman: Does that raise the cost of keeping the budget? 
Doesn't it make the cost excessive? 

Chairman McConnell: No, most of the information that we 
use is already available. Sometimes we have to put in a new classifi- 
cation. When you study it, you find a lot of information available 
that is not being used. 

Mr. Wichman : Your control is mostly on a weekly basis, isn't it ? 

Chairman McConnell: We gather all our labor on a weekly 
basis and tie in our departmental labor record with our total payroll. 
Our expenses are on a monthly basis. 

Mr. Wichman: Do you calculate your allowances weekly? For 
instance, if part of your allowance were on the number of orders 
placed on the factory, would you actually add those up every week 
and extend so many dollars of expense per order? 
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Chairman McConnell: Yes, but on a monthly basis. 

Mr. Wichman: That means, of course, that you have to take 
under your supervision the actual counting and recording of such 
data, doesn’t it? 

Chairman McConnell: Not necessarily. We accept the coimt 
of the superintendent or foremen in that department. Many times 
we find that they already have the information and they have been 
keeping it for years, but they have not told anyone about it. We will 
let them submit a weekly or monthly report on their total count of 
checks or pieces or whatever it might be, and accept it for face value. 
We think they are all honest until proven otherwise, so that we would 
accept it for face value. 

Mr. Swisher: Do you base these allowances on time studies or 
entirely on your past history? If based entirely on past history, do 
you change the allowance from time to time ? One of the fundamen- 
tals of any piece-work plan or bonus plan is that the piece-work basis 
or rate should not be changed frequently. 

Chairman McConnell: You are referring to our labor policy, 
is that it? 

Mr. Swisher: Yes, so far as the bonus is concerned. 

Chairman McConnell: We do not change piece-work rates 
unless there is some change in the manufacturing operation or in the 
process. 

I would like at this time to introduce Everett M. Hicks, Assistant 
Controller of the Norton Co., who may be able to explain any ques- 
tions in connection with the machine division budgets. He has been 
operating them and has revised them, so that he knows a lot more 
than I do about them. If you have any questions on the machine 
division budgets, I know that he would be pleased to answer them. 

Incidentally, you might tdl them something about time study in the 
machine division. It is a major factor, isn’t it? 

Everett M. Hicks (Assistant Controller, Norton Co., Worcester, 
Mass .) : In the machine division, for our basic chip-making opera- 
tions, most of our rates are set on basic charts which were installed 
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about five or six years ago, and by means of which our labor rate is 
built up in terms of the operation itself. Take a planing operation, 
for example. We don*t ordinarily send a man out to time study each 
particular job because we have basic charts in our methods depart- 
ment which tell us the speed of the machine and from our knowledge 
of the piece that is to be machined, we are able to determine approxi- 
mately how much time will be required to complete the operation. 
By following this principle, a great deal of time study work is 
eliminated. 

Of course, there are some jobs that require time study, but the 
majority of our rates are set without actual clock timings for each job. 

Allowance for Servicing Cost 

Chairman McConnell: I referred briefly to servicing expense 
and obsolete material expense in connection with the budget. I think 
Mr. Hicks might explain how he reached his conclusions in connec- 
tion with those two items. 

Mr. Hicks : Those are the most difficult items we have, so per- 
haps our conclusions are more open to objection than any other items 
you might select. Taking the case of what we call servicing, which 
represents the cost of adjusting any of our machines in the fidd 
which do not for any reason perform up to specifications, we try in 
the first place to dassify all expenditures of that nature between sales 
policy items — which we charge as allowances — ^and servidng expenses 
— ^which we define as something due to a manufacturing fault, either 
in design or in manufacture. 

This leads to some very interesting problems when you have incen- 
tives connected with your budget plans. Many times the problem of 
drawing a line dearly to indicate where sales policy stops and where 
manufacturing fault begins is rather difficult. 

We have solved this problem by having the head of our accounting 
section in the machine division confer once a month with representa- 
tives of the sales, engineering and manufacturing departments. With 
their knowledge of what has taken place in incurring each one of 
these expenditures, they are able to classify them. Occasionally they 
will split a charge because the reason for the expenditure involves 
both sales policy and manufacturing fault and it is not possible to 
dassify it as one or the other. 
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We studied the costs of servicing expense over quite a period of 
time and finally found that by using the manufacturing activity six 
months prior to the actual incidence of the expense, we were able to 
get an allowance which worked reasonably well, so that at the pres- 
ent time our allowance for servicing is based on the activity six 
months prior to the current period. 

Rogek M. Wakeman (^Cost Accountant, Bullard Co., Bridgeport, 
Conn.) : Do you use your shipments or some such factor as the 
direct hours in the shop as a basis for measuring the volume of 
activity? 

Mr. Hicks : We use our over-all manufacturing activity which is 
based on the number of standard hours absorbed in the shop, and is 
a summation of all the direct departmental hours. Of course, the 
manufacturing activity precedes shipment. We find our average 
period of manufacture is three to four months from the date the 
order is received until the time the goods may be shipped, which 
accounts for part of the six months. The balance of the six months 
before servicing comes from the time that you ship it until you finally 
get any difficulties that may be involved straightened out. 

I do not believe that the calculation of the allowance for obsolete 
material provides a very good illustration for this particular purpose. 
We have studied this question, and what we have done is to chart 
our actual expenditures against our activity for the last five or six 
years. We have established an allowance which we think looks rea- 
sonable, although one problem in coimection with it is that obsolete 
material is usually made in periods of very high activity and then 
thrown away in periods of low activity when there is time to find it. 
This, of course, is very bad business from a tax point of view. 

Obsolete Stock Allowance 

Cecil L. Clark (Accountant, Sangamo Electric Co., Springfield, 
lU .) : As you mentioned, when times are good, the shop doesn’t 
worry about reporting junk. When things are slack, they start re- 
porting it immediately. In your budget plan, how do you budget for 
this junk allowance and how do you show it in your statement? Is it 
a variable expense? 
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Mr. Hicks : That is a very difficult problem to solve. I am not 
satisfied with the solution that we have reached. Frankly, the solu- 
tion of the cost of junk, we think, is, in the first place, in not mak- 
ing it, that is, in control of your manufacture and in co-ordination 
between the engineering and manufacturing departments, so that 
whenever any engineering change is imminent the planning depart- 
ment will be advised and immediately shut off any production for 
stock on that particular part. 

As to the question of the budget allowance, what we did in that 
particular case was rather arbitrary. Our history was clouded by 
periodic programs of reviewing inventories to be sure that we didn't 
have anything left over at the end of the year, let us say, which didn't 
constitute what might be considered good inventory. When we tried 
to put the experience on a chart, we had rather a wild looking picture, 
so we did in that case what we sometimes do on repair items which 
are also of a sporadic nature ; we took the sum of all the activities 
for the period which we were studying and the sum of the total 
actual expense, and by division we set a direct variable allowance for 
each percentage of activity. Then we arbitrarily modified that be- 
cause we know that there is a tendency to discard more scrap in 
periods of low activity than there is in high. We simply bent the line 
a little bit and figured our formula on that basis. 

That may not be a satisfactory solution, but we are going to try it. 

Mr. Clark: Frankly, we have the same problem. We have 
pegged our budget allowance to our direct labor, and have gotten 
some wide variations because, as you say, in periods of high activity, 
too large a budget allowance is provided. 

Mr. Hicks : We are pegged to direct labor, too, using direct labor 
hours. 

Mr. Clark : Do you make a guess at the monthly budget allow- 
ance or do you actually make some land of calculation? 

Mr. Hicks : We didn't make any formal calculation, although we 
did chart the actual history. By looking at the points on the chart, 
we attempted to set a modified line against the direct variable. It 
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was a purely arbitrary proposition, although guided by our knowledge 
of our procedure. 

Peter H, Flanigan, Jr. (Internal Auditor, General Electric Co., 
Schenectady, N. F.) • •A.re you talking about spoiled material, obso- 
lete or inactive material due to engineering changes, or manufacture 
overruns, or all of the various sources of obsolete material combined? 

Mr. Hicks : We budget two of those sources of obsolete material 
together. There is no spoiled work in this calculation. Our spoiled 
work is analyzed by the department responsible for it and charged 
to that department. Thus we have a fairly reasonable budgetary con- 
trol, we think. Our allowances seem to work out pretty well. 

Mr. Flanigan : Whom do you hold responsible for the accumu- 
lation of obsolete material, if you have two or three different sources 
that might be responsible for it? 

Mr. Hicks : We carry it in a general account which you might 
term a factory general account, and the various department heads 
are all conversant with the result. It is pretty hard sometimes to 
determine the real cause. Put yourself in the position of a person 
who is studying the inventory. In the first place, he gets the activity 
of the parts he is stud3ring, and then he finds, for instance, that we 
have three pieces in the inventory that had been sold or perhaps had 
been used last year. Shall we throw it away or not ? He is bound to 
keep a lot of things that are probably going to be obsolete eventually. 

Mr. Flanigan: The following year another review will show it 
is obsolete? 

Mr. Hicks: If it didn’t move again, he would probably throw it 
away the following year. Then, he will try to go back and see how 
it happened that these extra pieces were made. Usually it isn’t over- 
runs with us because we are making a certain number of parts and 
it is quite easy to govern how many pieces we manufacture. But I 
can see that in a business which starts with bulk quantities there 
might be quite a problem due to overruns. We do have a problem, 
though, on purchased items where it is very mudi cheaper to buy a 
large quantity. While we don’t need a large quantity immediately. 
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it costs so little more than the required number that the quantity is 
purchased. This has been a source of complaint from the shop when 
some of the pieces are ultimately scrapped. They claim they did a 
wise thing to have bought so many, and yet by taking the total 
number of pieces which they purchased and dividing into the total 
cost, we get an average unit cost that is used for scrapping the 
excess pieces, which they claim isn’t fair. 

Reserve for Obsolete Material 

David Himmelblaxj {Professor of Accounting! Northwestern 
University, Chicago, III .) : When you set up these allowances for 
obsolete materials and for materials that might become obsolete, do 
you keep that allowance open beyond the fiscal year? 

Mr. Hicks : No, we haven’t done that as a practice. It probably 
would be a good idea. 

Mr. Himmelblau: If you set up the allowance and don’t carry 
it forward, it becomes a part of the profits again. 

Mr. Hicks: Of course a budget allowance isn’t aflfecting our 
profit and loss statement anyway. It is the actual scrapping of obso- 
lete material that is reflected in profit and loss. As far as taxes are 
concerned, if you don’t throw the goods away, there is no point in 
writing it oflF. 

Mr. Himmelblau : I am not thinking of taxes. You are setting 
up allowances and not using them. 

Mr. Hicks : We are developing a gtdn variance which some day 
is going to be offset by a loss variance unless we have improved our 
ability to control that particular cost 

Mr. Himmelblau: Instead of canying this as a continuous 
variance problem, have you ever considered carrying it as a cumula- 
tive reserve and charging the losses against that reserve as they are 
incurred so that you won’t have a continuous variance problem? 

Mr. Hicks : We have discussed that treatment. In fact, no less 
recently than last week we were talking abotit it, but to date we 
haven’t thought it worth while. 
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Mr. Himmelblau : That is what I am interested in. Why isn’t 
it better to have the reserve rather than this continuous variance ? 

Mr. Hicks : You have, in the first place, the difficulty of ascer- 
taining a proper amount to reserve. We feel we have taken some 
steps over the last two or three years that are going to give us fewer 
losses from that particular source. It is going to take a little time to 
find that out. 

Mr. Himmelblau: You have allowed a certain loss as you went 
along, haven’t* you? Instead of washing it out as a variance, why 
not carry it for an indefinite period of time, and if your actual 
charge-offs come six months or a year later, you have a credit against 
which to charge them. 

Mr. Hicks : That is true. However, our cycles tend to be three 
or four years long, and perhaps this one is going to be longer. We 
haven’t felt that we could forecast the amount of obsolescence with 
a sufficient degree of accuracy to warrant setting it up as a reserve 
on our books of account. We have attempted to budget it, but that 
is something different from actually recording it on the books. 

Mr. Himmelblau: If it is good enough for a budget, why isn’t 
it good enough for a reserve? 

Mr. Hicks: I think there is a very definite distinction between 
those two classifications. If you set up a reserve, you presume to 
forecast with a reasonable degree of accuracy. We haven’t assumed 
that we can do that as yet. We have never been able to do it. 

Mr. Flanigan: Would you actually be doing that? If you set 
up a reserve, wouldn’t you rather be evaluating the ability of your 
people to judge whether or not the item was inactive or had become 
obsolete? 

Mr. Hicks : That may be so. As I say, we have been consider- 
ing it and are still considering it as a very definite possibility. So far 
we haven’t been able to find sufficient merit in it to make it worth 
while. There is no tax advantage to it. 

Mr. Himmelblau: I don’t think much of the budgeting if it 
isn’t good enough for reserve. 
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Mr. Hicks : Do you reserve? 

Mr. Himmelblau: Yes. 

William T. Bowker {Plant Auditor, The Celotex Corp,, New 
Orleans, La.) : Of what benefit is it to charge a manufacturing de- 
partment with something that is obsolete and for which they do not 
have the responsibility? It seems to me that your obsolete material 
should be a charge to profit and loss, not manufacturing cost. How 
can you predict it? 

Mr. Hicks: I think I have covered the second part of your 
question by acknowledging that we can’t predict it widi any d^ee 
of accuracy. In connection with the first part of your questioii, I 
think we have a very definite argument in that the loss from obsoles- 
cence is not charged to a direct manufacturing department. It is 
charged into what you might call a factory general account which 
covers the miscellaneous items that are left over and whidi you 
can’t put into direct departmental accounts. In the case of obsolete 
material, people who are concerned with the factory general accoimt 
are responsible for this material. Somebody made the decision to 
make that material. Either it was poor planning in the first place, or 
the engineers, for some reason, have said that the material must be 
classed as obsolete. There was a very definite decision on one side 
or the other which was responsible for that obsolete material, and we 
feel that it is properly chargeable to an indirect account. 

Mr. Bowker: I think I see your point of view there. My prob- 
lem is slightly diflferent because the obsolete material which we have 
to dispose of about once a year is usually chargeable to the fancies of 
the sales department. 

Mr. Hicks: If it is a style problem, that would be something 
entirely different. Ours is not. Ours is purely a matter of design 
or of excess parts which we have no use for. 

Mr. Clark : What type of standard cost system do you use in 
connection with your budget plan? How often do you chai^ your 
standards? Do you change them once a year or let them go on for 
a period of three or four years? 



82 


SESSION II 


Mk. Hicks : That is an excellent question. I wanted to ask that 
one this morning myself, when Mr, Bc^er was talking. We haven’t 
changed our basic standards for about five years. We are in the 
process of changing them right now. 

Chairuan McConnkll: Th^ are not changed unless there is a 
major change in manufacturing or a major change in labor costs. 

Ms. Clark: Do you feel that the cost of going through the 
routine of changing more often than that would offset any gain that 
you might have? 

Mr. Hicks : Yes. We use an over-all modifying percentage in 
the interim until we do change. 

Ms. Clark : In writing a ^edfication cost or providing a base for 
a selling price, do you apply this over-all percentage of variation to 
your standard costs? 

Mr. Hicks : Yes. We are making several lines of machines but 
all the same general type of product. The proportions of labor, mate- 
rial and burden are relatively the same, so that we don’t feel that the 
error is too serious. 

Mr. Clark : In the valuation of your inventory, do you use this 
percentage? 

Mr. Hicks : No, we are charging that off to variance. 

Allowances for Inspection 

Robert W. Peden (^Supervisor of Standards, Bundy Tvinng Co., 
Detroit, Mkh .) : We have two difficult problems — ^inspecticMi and 
setup. Would you explain how you handle those in your budget? 

Mr. Hicks : Setup costs, if I may take that first, are related to 
direct labor. The number of hours allowed for setup is based on our 
total over-all hours, so it doesn’t present too much of a problem in the 
madiine division. Mr. McConnell may want to comment on it in our 
abrasive division. 
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We have a separate inspection department, and our allowance is 
based on the over-all activity. It works out very wdl indeed. It is 
treated as a direct variable, I believe, although I am not absolutdy 
certain of that. It is practically a direct variable, if it isn't wholly. 
We charge all inspection labor to a single inspection department and 
base the allowance on the over-all activity. 

Oscar J. Held (Chief Clerk, The Ltmkenheimer Co., Cincinnati, 
Ohio) : How do you measure your over-all activity? 

Mr. Hicks ; In terms of standard hours. The over-all is the sum 
total of all the standard hours worked in all departments, divided by 
what we consider normal. 

Albert J. Buckenmyer (Assistant Secretary-Treasurer, Surface 
Combustion Corp., Toledo, Ohio) : Let us take the case of a depart- 
ment where you use as the base the orders received four to six 
months earlier. In times like these the lag might be seven to eight 
months, and as business slackens up, the spread might become less. 
In other words, we have a variable spread of time between the base 
and when the actual expenses occur later. Have you had any expe- 
rience with that? 

Chairman McConnell: We wouldn't have that in our particu- 
lar situation because our production is based on the direct labor 
expenditure and not the orders received. A department can receive 
a batch of manufacturing orders, but until those orders are put into 
production, they are not taken into consideration in arriving at volume 
for our budget allowances. 

Mr. Buckenmyer : It does happen in some companies where you 
have a variable spread. It makes it a little more difficult to handle 
your allowable budget 

Chairman McConnell: I can see where it might; if your 
allowances are based on some future work, you would have difficulty. 
In a case of that type I would attempt to eliminate that as the basis 
for the allowances. 

Mr. Buckenmyer: I am thinking, for instance, of an erecting 
department where you have work out in the fidd after your manu- 
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facturing work, and you have to base your erection allowances on 
manufacturing activity or something similar. 

Chairman McConnell: In that case probably a month would 
be too short a period to use in comparing actual with your allowance. 
You might have to take a longer period of two months or three 
months in order to reach any conclusions as to whether or not the 
operations were satisfactory. We have a few cases of that type and 
I will cite an illustration. In our kiln departments we have the 
direct labor expenditure for setting the kiln at the time the kilns are 
loaded, but the production won’t come out of the kiln until next 
month. The production will be included in the following month 
together with the labor for drawing the kilns. If we have a loss 
variance in our setup labor, we can very easily ascertain whether there 
were any kilns that were not drawn at the end of the month. If so, 
they will receive an allowance in the following month covering the 
labor of the previous month. It wouldn’t worry us a bit because over 
the two months’ period it probably would work out satisfactorily as 
far as our budget allowances are concerned. 

Mr. Peden : May I return to this subject of inspection ? I assume 
from what you have said that you classify inspection as an indirect 
labor cost. 

Mr. Hicks: That is correct. As a matter of fact, we have a 
separate department for it, which is an indirect department. 

Mr. Peden : I assume that you have process inspection and final 
inspection, that you also have examples of 10 per cent inspection and 
100 per cent inspection, and that these various classes of inspection 
diflFer in their ratios to the various products that you are manuf actur- 
ing. May I ask if you would explain why under those circumstances 
you classify inspection as an indirect cost with a constant ratio to 
the direct labor hours? 

Mr, Hicks : We have various forms of inspection. In some cases 
we have an inspector in the direct department ; in other cases we route 
the parts through a separate inspection department which has no other 
function, and to complicate the problem a little bit further, we have a 
great amount of sub-contracting which we have been doing in connec- 
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tion with the national defense program, all of which has to be in- 
spected. In that case, we have had to make an extra allowance on the 
budget, because those parts are not in the activity on which the budget 
is based. But we find that the allowance works very well indeed, as I 
mentioned before ; that is, the actual runs right along with our budget 
allowance, and has done so for some years. The only explanation 
that I can offer for what is apparently in your mind is that the pro- 
portions of the difiFerent types of inspection must be relatively con- 
stant on our product. 

Mr. Peden : Then am I to understand that you have separate spe- 
cific ratios for the difiFerent t3^s of inspection? 

Mr. Hicks : No, we haven’t. It is an over-all proposition. 

Mr. Peden : Wouldn’t you find, then, that some of your debit and 
credit variances might be due to some shifting in the assortment of 
work going through your plant? 

Mr. Hicks : We get temporary variances on that basis. As an 
example of that, if our volume is building up and the starting depart- 
ments which make the parts are increasing rapidly but that volume 
has not yet been reached in the assembly and erecting departments, 
we will experience a temporary loss on inspection, but that will iron 
itself out and we will get a correcting factor on the down side when 
we go down. It takes care of itself. We have consistently taken the 
attitude that budgeting is not an exact science and can never be, and 
that a temporary variance for a single month isn’t always significant. 
If it is called to the attention of the head of the department and he 
isn’t able to correct it, we must find out what the trouble is. But very 
often we will have a temporary variance one way and then a small one 
the other way. That is not so true on an item like inspection labor as 
it is on accounts like miscellaneous expense in which there will be a 
big charge in one month causing a big loss variance, and then there 
won’t be any more for several months. These things iron out over a 
quarter period. 

Mr, Flanigan : Mr. Hicks, I would like to know your attitude 
with regard to changing conditions in a department which had several 
difiFerent types of work and in which you had your inspection budget 
set. If your up-grade happened to be in a classification or a type of 
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part that required 100 per cent inspection, you say that normally you 
will go into the red on the up-grade, but that you will catch up on the 
down-grade. Suppose you had a peak in business due to an increase 
in the 100 per cent inspection group of parts and there was no corre- 
sponding increase in the remaining portion of yomr department opera- 
tions which had, say, 50 per cent or only 10 per cent inspection. 
What sort of an allowance would you make? 

Me. Hicks: I would do one of two things. The first thing I 
would do would be to find out whether this was going to be a per- 
manent change and whether we were likdy to have the composition of 
our production change further. If I found it to be a permanent 
change and likely to shift from time to time, I think we would have 
to attempt to determine more accurately than before what causes the 
inspection allowance to vary, much along the lines which Mr. Mc- 
Connell mentioned a few minutes ago. We would have to use more 
than one unit as a measurii^ stick for that particular function. 

Mb. FLanigen : We have a point where that very condition exists 
now. We have a peak load in a parts department, and it looks as if 
the peak in that department is all going to be on 100 per cent inspec- 
tion work, which throws it out of our regular category. 

Ms. Hicks : As I said, we haven’t had to face that. 

Chairman McCokneix : Probably you would want to set up a 
separate production item for that department with a separate labor 
allowance. 

Ms. Flanigan : We are attemptmg to find a proper basis. 

Chairman McConnell : That is probably what we would do ; if 
we found it was a permwent condition we would attenqyt to segregate 
it from other inq)ection costs. 

Mr. Flanigan : We don’t want to distort our normal budget be- 
cause we expect this department to revert to its former status at some 
later date. 

Ms. Hicks : In that case, you might handle it through a special 
allowance. 
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Determining Reasons for Variances 

Chairman McConnell: Let me say here that we are not partic- 
ularly disturbed by loss variances. Our main thought is to ascertain 
why we have a loss variance, who is responsible for it, and whether or 
not it is continuing. If it is a temporary thing, it might run along 
two or three months without any comment from our department. If 
it is due to a change in procedure, we revise our budget, probably 
through a special allowance to meet that particular condition- It is 
the cause of the variance that gives the most trouble. We have many 
variances on which we can satisfy ourselves. Possibly there is a 
changed operating condition, and we haven’t adjusted our budget 
accordingly. The responsibility in this case is that of the controller’s 
department and not of the individual who is operating under the 
budget. 

Mr. Clark: In ascertaining the reason for a labor variance, how 
much detailed work do you do? 

Chairman McConnell : That depends on the amount of the loss 
variance. Each month we examine every budget which shows any 
abnormal loss variances. We go all the way to find the cause for the 
loss variance. 

Mr. Clark : Do you do that after you issue your budget reports, 
or do you try to ascertain the cause of the variance before you get out 
your reports? 

Chairman McConnell : We do it after the reports are issued, 
for the simple reason that we have a deadline for our budget reports. 
All of our budget reports must be completed on the 20th of the 
month because we pay the men on the 25th, making it necessary that 
we turn over this information to the cashier’s department or the pay- 
roll department in time for the computation for payment to be made 
prior to the 25th. However, in cases of special allowance, the allow- 
ance is made at the time we prepare the budget, usually on the written 
request of the operator of the individual budget. We have advance 
notice in that case that there are some abnormal conditions. 

Theodore J. Break (^Cost Accountant, Bundy Tubing Co., De- 
troit, Mich.) : Are your budget allowances tied in in any way with 
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the standard burden rates, so that you can use them to calculate the 
gain or loss due to volume ? 

Mr. Hicks : The standard burden rate which we use for costing is 
the cost per allowed hour at normal activity. By extending the total 
number of allowed hours of work performed in any given depart- 
ment for the month at this rate, we get the total burden absorbed. 
By comparing this figure with the total budget allowance, we get the 
amount of variance due to volume. We make that analysis for every 
department every month. 

Presentation of Budget Reports 

Arthur M. Manweiler (Cost Accountant, American Meter Co,, 
Inc,, Albany, N, 7.) : Do you submit monthly budget reports to your 
supervisors ? In other words, do they have an opportunity to go over 
these reports to determine which accounts are out of line, and to what 
extent? Also, do you hold monthly meetings with the supervisors to 
discuss all phases of the budget? 

Chairman McConnell : In our factory organization we have a 
group of superintendents each of whom has from four to six or eight 
departments under his supervision. We submit all budget reports to 
the superintendents for their review. They, in turn, discuss the re- 
ports with each foreman and make any comments to the foreman 
which they think are needed. The superintendents have the budgets 
for review every month on the 2Sth. The foremen get them within a 
day or two after that. It is the primary responsibility of the super- 
intendents to operate the budgets successfully, and it is up to them 
to put the pressure on the foreman. We, in our department, may 
talk with the superintendent or with the foreman if we feel that we 
can assist them in the operation of the budget. 

In the installation of our budgets, we submitted to the foreman 
every figure and every chart that we had and reviewed the allow- 
ances with him to make sure that the allowances which we were pro- 
viding were satisfactory from his standpoint. If at that time he 
thought that our past experience was not the correct basis for the 
allowances, he had an opportunity to tell us why he should have some 
other allowance than the one based on past experience. When a 
budget is put in operation or any revision is made, the foreman and 
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superintendent are absolutely in agreement with us that the allowance 
is sufficient to operate the department. In that way we obviate a lot 
of discussion and a lot of alibis on budget allowances as far as the de- 
partments are concerned. 

In our abrasive division we have 61 departmental budget books and 
45 men who are interested in these budgets. The expenditures are 
all reviewed by the foremen and the superintendents before they are 
made, and this has been an excellent thing from our standpoint. It 
has reduced the amount of work that we have to do in the controller’s 
department in connection with the control of expenses. 

It is surprising the way these foremen can pick up allowances. We 
have many of tliem who can tell just how much allowance they have 
for each item based on the production. 

We had a very interesting experience in 1938, at which time our 
volume of production dropped materially within one year. It was the 
largest drop in production we have ever had within such a short pe- 
riod of time. We discovered that the foremen were anticipating the 
work that would go through their department and were cutting down 
in anticipation of a reduction in volume. Many of them operated 
with gain variances, even under those conditions, which was very sat- 
isfactory from the controller’s standpoint. In the departments that 
were not on a variable budget, we had to spend many nights study- 
ing their past history and telling them to reduce the number of em- 
ployees in their department, indicating the required reduction. The 
average supervisor does not like to discharge men. He is always 
anticipating that business will pick up and he can retain his organiza- 
tion. 

Chester A. Rosenberger {Superintendent of Administrative 
Division, The S. S. White Dental Mfg, Co., New York, N. Y.): 
You said you had a bothersome item in controlling the cost of servic- 
ing machines after shipment due to difficulties arising from either 
manufacturing or design faults. Is the design department under the 
jurisdiction of the machine division? 

Mr. Hicks : Yes. 

Mr. Rosenberger: If it were separated from the machine divi- 
sion would you make an eflFort to separate the servicing expenses be- 
tween those due to faulty design and those due to manufacturing 
defects? 
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Mr. Hicks : I think we would have to split the cost three ways, 
instead of two. 

Edward P. Giixane (Works Accountant, Underwood Elliott 
Fisher Co., Hartford, Conn .) : I understood you to say that you 
based all the budgets on past experience and you checked for about 
dght years. Is that correct ? 

Chairman McConnell : That is right 

Mr. Gillane : If you base it entirely on past experience, isn’t it a 
fact that some foremai may have had excessive expenditures for a 
number of past years, and may have had too high an allowance as a 
result. Such a foreman would still be able to meet the budget, even 
with a decline in volume. He might make a fine showing, but the 
fact that the expense allowance was based on past experience rather 
than on a scientific study of allowable expense, would allow him to 
continue to coast, as long as he adjusted his expenses to the volume 
of activity. 

Chairman McConnell : That might be true. When I say past 
experience, I don’t mean that that is the only thing that we take into 
consideration. We have to take other conditions into consideration. 
We couldn’t set up a budget and say, “This is just based on past ex- 
perience alone.” We have had the reverse occur, too. We have put 
in a budget based on past experience and the foreman was contin- 
uously in the red in the department. When we removed the foreman 
and put in a younger foreman he operated with gain variances on the 
same allowances. I don’t think you can rely 100 per cent on past 
experience, but it is a guidii^ factor in the determination of your 
allowances. 

Mr. Gillane : That was the point I wanted to bring out. 

Chairman McConnell : Particularly these days you have a con- 
tinually changing condition that should ^ reflected in your budgets, 
if thqr are going to be worth while. We have one budget which we 
have discontinued within the last month, due to the fact that so far 
this year there have been eleven operating changes in that particular 
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section and seven or eight more are anticipated during the remainder 
of the year due to the high volume of activity. 

Mr, Gillane : Do you discontinue the bonus pa3unents on that 
plan when you discontinue the budget? 

Chairman McConnell : We do, if they are related to the budget 
plan. We would make some satisfactory temporary arrangement 
with the employees who were working under the budget until such a 
time as either we set some basis for this high operating level on 
which we might establish a budget, or we return to our normal cycle 
of activity. With eighteen or twenty changes within a year, it is al- 
most impossible to operate a variable budget. The changes take place 
too rapidly. 


Relation to Standard Costs 

I. Wayne Keller {Chief Accountant, Armstrong Cork Co., 
caster, Pa ,) : Returning to this idea of the relationship of your 
standard cost to your budget allowance, I believe Mr. Hicks stated 
that it is possible to determine the variance due to volume. I gather, 
then, that the budget allowances are not based on the same standards 
that are used in determining the volume variance. Is that true? 

Mr. Hicks : Your standard, of course, is your cost rate at normal 
activity. If you attempted to set budgets on the basis of the standard 
amount absorbed, it would result in your having every item a direct 
variable. That is what it boils down to, and our budgets are not set 
on that basis. We attempt to allow for the fixed and semi-fixed de- 
ments in the actual cost. 

Mr. Keller ; That is true. I recognize that fact, but back of my 
question is the problem that we are having in our company right now. 
We are attempting to tie up the volume variance and the spending 
variance determined from the budget allowances, so that if you add 
the two you have the sum total of your unabsorbed burden. There- 
fore we are using the same lump sum fixed for budget purposes as we 
are using for our expense standards, and are using the same variable 
rate per unit of production for budget allowance as we are using for 
burden absorption. We are having difficulty with it. 
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Mr. Hicks : If I understand you correctly — I am not sure that I 
do — you have divided all of your expenses and classed them either as 
direct variables or wholly fixed for budget purposes. 

Mr. Keller: We have mixed items. For example, on indirect 
labor we may determine that for an operation our fixed is $500 a 
month, and our variable $2 per thousand units of production. We 
have a combined factor there for determining the total budgeted 
amount for indirect labor. 

Mr. Hicks : That is very similar to the method that we follow, 
but unless our mathematics are wrong, the total variance can be 
readily divided between volume and what we call controllable variance 
by simply deducting the total budget allowance from a total absorbed, 
at the standard rates, which gives the volume portion of the total 
variance. The only qualification that I would make is that where you 
have revised your budget allowances without revising your standard 
burden rates, you must introduce still another factor, which is the 
amount by which you have either increased or decreased your budgets. 
The three of those together will make up your total variance. 

Mr. Keller : That is true if you base your budget on production 
volume. Previously, we didn’t allow entirely on a production basis. 
We had some budget allowances, for example, on actual direct labor 
hours, which injected a yield factor into the variance. I gather that 
you base your budget allowance entirely on production volume. 

Mr. Hicks : Yes, our measure of production is the standard hours 
absorbed; it isn’t the actual hours, so we have a complete tie-in. 

Mr. Keller : That is right. If you use the standard hours, they 
will tie in. It works satisfactorily in your case? 

Mr. Hicks ; Yes, it does. 

Mr. Keller : That is encouraging. 


Inspection as Direct or Indirect Labor 

Mr. Gillane : Mr. McConnell, it was brought out previously that 
inspection was classified as indirect labor. I would be very much in- 
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terested in a showing of hands among those present as to how many 
would classify inspection as direct and how many as indirect labor. 

Chairman McConnell: Let^s have the hands of those who 
handle it as direct labor. (24) Those that handle it as indirect labor. 
(35) 

Mr. Gillane; It might be well if you would ask about it both 
ways. Some may classify 100 per cent inspection as direct labor, 
and classify the 10 per cent inspection as indirect labor. One hun- 
dred per cent inspection might be classified by some as direct labor 
and by others as indirect. You may have some here who would 
charge it both ways. 

Chairman McConnell: How many charge it both ways? (23) 

Mr. Hicks : I gathered, from the question put by Mr. Peden a 
little while ago, that he had some very definite problem in mind on 
the classification of inspection. I was wondering if he would like to 
outline his problem for the benefit of everyone here? 

Mr. Peden : My present duties include trying to determine what is 
a day's work in our plant. We have day work throughout and a con- 
tract with a local CIO union. One of our large items of labor cost is 
inspection. We are manufacturing steel tubes. There is a great 
difference in the amount of inspection required for these different 
classes of tubes, and we have found by experience that it is better to 
classify that labor as direct labor. 

Mr. Hicks : I can see in your case where that would be a very 
definite advantage. 

Mr. Peden : Some of our tubes are fabricated, some are shipped 
in mill lengths or straight lengths. Some of these tubes which go 
into the refrigeration industiy require a great deal of inspection, and 
in order to obtain accurate costs we must allocate these hours accord- 
ing to the types and classes of products. 

Chairman McConnell : I think we are about due to dose this 
discussion. It has been a pleasure to be here, and I hope that we 
have mutually benefited from this discussion group. 

. The meeting adjourned at three thirty-five o’dock . . . 
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ANALYSIS AND DISPOSITION OF VARIANCES 
FROM STANDARD COSTS 

Chairman: Earl A. Green 

Chief Auditor, Armstrong Cork Co., 

Lancaster, Pennsylvania 


Chairman Green: Our subject for discussion this afternoon is 
the “Analysis and Disposition of Variances from Standard Costs.” 
I believe all of you have a copy of the outline which we are going 
to endeavor to follow. 

I have found that while standard costs have been in use for a good 
many years, and you might say in particularly widespread use during 
the last five years, there still exists a variety of contradictory opin- 
ions as to the proper place of standard costs in industrial accounting 
today. However, I believe that the majority of you will agree with 
me that it is quite generally accepted at the moment that standard 
costs are particularly suited for the measurement of operating effi- 
ciency. 

I therefore feel that we can congratulate our Technical Program 
Committee on the choice of so timely a subject, and that we can well 
afford to devote our time here this afternoon to its discussion. I do 
not feel that it is too much to hope for that at the conclusion of this 
session, sufficient ideas and experiences will have been unfolded 
before us to clear our individual thinking on this subject and per- 
mit the formulation of methods for the analysis and disposition of 
variances from standard costs, if not in a general fashion, perhaps 
according to broad sets of conditions. 

I believe that your attendance at this session denotes your interest 
in the subject and that you are willing to participate freely in the 
discussion either by raising or answering questions. I am sure much 
benefit will accrue to all of us thereby, particularly in view of the 
wide diversification of industry and actual experience with standard 
cost which is represented by this group. 

Past experience in these group discussions at our conventions has 
indicated that a brief outline of the area to be covered serves to 
stimulate thinking on the subject, helps to limit the discussion to the 
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indicated area, and at the same time, permits an organized statement 
of the relation of sub-topics to the main topics. I trust that the 
outline with which you have been furnished will serve in this fashion. 
Perhaps you may find that the outline is not complete. If so, feel 
perfectly free to add to it as you see fit. 

Now, let us turn to the outline. We should endeavor, so far as 
possible, to take up the sequence of topics, by raising and answering 
questions thereon, as we go along. If you feel that we are spending 
too much time on any one of these sub-topics, either under the 
analysis of variances or on the disposition of variances, we can pass 
over to the next topic. I think, however, that the interest shown in 
each of the various sub-topics will determine the length of time 
devoted to it. 

You will note that the outline which we have prepared for this 
discussion is divided into two main divisions of the general subject : 
(a) the analysis of variances, and (b) the disposition of variances. 
Accordingly, let us start with the analysis of variances and consider 
sub-topic 1 under that main heading: “Who is responsible for the 
preparation of variance reports — ^the budget department, the cost 
department, or, in your particular business, some other department ?” 

I would like to have someone start the ball rolling either by raising 
a further question on this topic or by answering it, so that we can 
get the benefit of the broad experience which is represented here 
today. Please feel free to give us your experience so that we can 
really get something out of this session and find out what the other 
fellow is doing, and what the general method of operation and pro- 
cedure is in the various businesses of the country. When we leave 
here this afternoon, we want the benefit of something that you gentle- 
men have to offer, something which is perhaps better than we have 
in our own companies. Who will start off with a question on this 
particular subject, or an answer? 
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Discussion Outline 

ANALYSIS AND DISPOSITION OF VARIANCES 
FROM STANDARD COSTS 

I. Analysis of Vaecances 

1. Who is responsible for the preparation of variance reports — 

(a) The budget department? 

(b) The cost department? 

2. What types of variances are set forth on the variance reports — 

(a) Purchase variance? 

(b) Material utilization variance? 

(c) Direct labor variance? 

(d) Manufacturing burden variances? 

(e) Other variances? 

3. How fine is the breakdown on the variance reports — 

(a) By departments? 

(b) By operations? 

(c) By commodities? 

(d) By machine groups? 

(e) Other methods? 

4. Are variance reports for major executives more condensed than those 
submitted to factory managers, department heads or foremen? 

5. Does the plant manager or departmental head review the variance 
reports with the various foremen, gang leaders, or other key men 
under his responsibility? 

6. What steps have been taken to facilitate the analysis of variances, for 
example — 

(a) Are records so designed, tabulated, summarized, and filed in the 
accounting department as to expedite the analysis of operations 
for the period under review? 

(b) Does the record system in the factory facilitate the analysis of 
operations? 

(c) Has the production department been trained to work closely 
with the accounting and budget departments in the analysis of 
variances or is it more of a matter of procedure of the 
moment? 

7. Do the foremen, section heads, gang leaders, or other supervisors 
keep records of ^eir own to assist in the analysis of their variances? 

8. How frequently are variance reports issued and how promptly after 
the facts? Are they given immediate attention and action? 

9. What is the attitude of the management toward the analysis of va- 
riance and does the situation really tend to the control of results of 
operations? 

II. Disposition of Vakeances 

1. When are the variance accounts closed into the cost of operations— 

(a) As ihey occur, for example, monthly? 

(b) Semi-annually or annually? 
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(c) As the goods are produced? 

(d) As the goods are sold? 

2. What is the procedure involved in releasing variances into the cost of 
operations if methods 1-c and 1-d are employed? 

3. What short-cut methods do you use in connection with the procedure 
referred to in 2 that insure a sufficient degree of accuracy for all 
practical purposes? 

4. Is more than one method used within the same business due to di- 
versification of circumstances? 

5. In charging variances into the cost of operations, what effort is made 
to allocate variances to major commodity groupings for the purpose 
of determining commodity profit and loss? 


Responsibility for Preparation of Budget Reports 

John Weppler {Labor Supervisor, American Can Co,, New York, 
N. y.) : Mr. Chairman, the budget department is usually respon- 
sible for variances in operating expenses, and the cost department 
for variances in manufacturing costs. The responsibility is divided. 

Chairman Green: I get from your remarks that the cost de- 
partment has the responsibility for reporting material and labor 
variances and for their analysis. Is that what you mean by the 
breakdown of responsibility? 

Mr. Weppler: That is right 

Chairman Green : Do we feel, as a group this afternoon, that 
that is the general practice, or do we have other sets of conditions 
or other sets of procedures which differ widely from that? Will 
someone else give us the benefit of his experience on that particular 
sub-topic? 

Joseph A. Petrick {Cost Accountant, Kellogg Switchboard & 
Supply Co,, Chicago, III) : In talking about the analysis of vari- 
ances, are we talking about the cost variances or all variances from 
a budget report? 

Chairman Green: We are talking about all variances from 
standards, whether they be standards for material, direct labor or 
the manufacturing burden. I do not know whether it is the will of 
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the group here this afternoon to go into the variances from selling 
standards or commercial burden or general administrative standards. 
We can widen our discussion to include those particular components 
of cost, if you wish. However, I imagine that possibly the majority 
of our discussion will be limited to material, direct labor and burden 
variances, although, of course, that need not necessarily hold true. 
Does that answer your question? 

Mr. Petrick : I just wanted to make that clear for the purpose 
of the discussion. 

Chairman Green : That's right, and I think it was a very good 
question. We are here to discuss the analysis of variances from 
standard costs, whether they be standards for material, labor or 
burden. 

We have had one expression of opinion as to whose responsibility 
it is to analyze these variances. How does that fit in with the ma- 
jority view of the gentlemen present? I wonder if we could have 
another point of view? 

John H, Nagle {Assistant Treasurer, Muehlhausen Spring Corp,/ 
Logansport, Ind.) : There are quite a number of industries repre- 
sented here that do not have a budget department. Therefore, in a 
great many cases, the cost department not only analyzes, but dis- 
cusses the causes and possible methods of correction with the people 
responsible for the variances. This situation applies in our case. 

Chairman Green: I think that would be particularly true of 
smaller companies, where your organization is not big enough to 
support both a budget department and a cost department. 

Claude Y. Barto (Cost Accountant, Keystone Watch Case Corp., 
Riverside, N. J.): I can confirm what the previous speaker has 
said, because that is the experience of our company. We are di- 
rectly responsible to the management for the variances. We have 
no budget department. 

Chairman Green : In your case, then, you would state that it is 
the cost department's responsibility to analyze and report back all 
variances? 
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Mr. Barto: That is right. 

Edw. Wm. Krueger (Part7ier, Walton, Joplin, Longer & Co., 
Chicago, 111.) : I think that in discussing this subject, a good deal 
depends on how your system is set up. Naturally, if the cost de- 
partment compiles variance reports daily, that is the logical depart- 
ment to submit them to management. Why should the budget 
department handle them? They would have to gather the informa- 
tion all over again. If they make the final summaries, if that is 
what is meant, that is a different story. But I think to a large ex- 
tent, the question is answered by determining how the variances are 
compiled. From my experience, most of it comes through the cost 
department, but further analysis may be made in the budget depart- 
ment. 

Chairman Green : I believe that is very largely true, and there- 
fore we have to watch for duplication of effort as between the cost 
department and the budget department? We may have a situation 
in some companies wherein the cost department prepares the va- 
riances and does the analytical work, but turns them over to the 
budget department for review with management. Do we have any 
situations like that represented here? 

I wonder if we could get a consensus of opinion here as to whether 
in companies of moderate size and with both a cost and a budget 
department it is the responsibility of the cost department, or the 
budget department, to prepare variances for management. Could we 
have a show of hands on that? Who would favor the cost depart- 
ment reporting those variances ? (The majority) Who would favor 
the budget department? (2) It seems as though the budget group 
is largely outnumbered. Could we have some clarifying remarks 
from one of the gentlemen who favor the budget department assum- 
ing that responsibility? 

William H. Slavin (Controller, Hanso7i~Van Winkle-Munning 
Co., Matawan, N. J.) : In the question as put to us — ^that is; 
Who is responsible for presenting these variances — ^I voted that it 
was the budget department’s responsibility. The cost department 
compiles and summarizes the variances and turns them over to the 
budget department, which actually makes up the budget report and 
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presents them to management. That is why I voted that it was the 
budget department’s responsibility to present these variances. 

Chairmaii Green: Perhaps we have not stated the question 
dearly. Do we agree on this, that it is the cost department’s function 
to determine these variances, and to make the analysis of those 
variances, but to turn in their data, their record finding, to the 
budget department for presentation to management? We have two 
parts: first, the matter of preparation, and second, the matter of 
presentation. Now, what is the consensus of opinion on the prep- 
aration of the variances? Is it the function of the cost depart- 
ment? How many would agree with that? (The majority) How 
many disagree? (None) Well, it seems to be imanimously agreed 
that it is the function of the cost department to prepare the variances. 

Now, as to the presentation of those variances, whose function is 
that? Raise your hands if you believe it is the function of the cost 
department. Who favors the presentation of the variances by the 
budget department, if they have a budget department? The opinion 
seems to be slightly in favor of the cost department presenting the 
variances. But isn’t it true, that it would depend largely on the type 
of organization and whether you have both departments in your 
organization? If you do not, as in the smaller company, it is obvious 
that it is the cost department’s function to prepare and present the 
variances to the management. 

Robert D. Joy (Accountant, American Hosiery, Inc., New 
Britain, Conn.) : I would appreciate a show of hands to indicate 
the number of companies represented here that are large enough 
to have a budgd: department. 

Chairman Green : All right, let’s have a show of hands on this 
gentleman’s question. (About 15 to 20.) 

W. L. Hewitt (Works Accountant’s Staff, General Electric Co., 
Schenectady, N. Y.) : I can state that in llie larger companies, such 
as the General Electric Co., we do have a budget department, but 
the budget department operation is confined to the indirect manu- 
facturing expense, that is, burden, and their function does not enter 
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into the compiling of costs inasmuch as we use normal overhead 
rates. The analysis of the over- or under-realization of the budget 
is more or less physical and for control purposes, and the use of 
the normal overhead rate by the cost department, naturally, eliminates 
the budget department from entering into the reporting or prepara- 
tion of any reports on the cost variances. 

Chairman Green : I imagine you would have a similar setup in 
quite a few of the larger organizations. 

R. F. Beaven {Factory Accountant, The Mengel Co., Louisville, 
Ky.) ; I think the cost department is solely responsible for preparing 
and presenting variances, and it is up to the budget department to 
defend themselves. 

Chairman Green : Well, there’s a new angle. Who disagrees 
with that? 

Clinton J. Norris {Chief Cost Accountant, Intertype Corp., 
Brooklyn, N. Y.) : It appears that we are getting into an argument 
between the budget department and the cost department, so naturally 
I am going to stick with the cost men. 

One or the other is going to be a functioning division in any 
organization. One is going to be statistical, depending entirely on 
how big your organization happens to be. In my company they are 
combined. The moment you set up separate budget and cost depart- 
ments, you make one subsidiary to the other. 

Types of Variances 

Robert J. Williams {Cost Accountant, R. Wallace Mfg. Co., 
Wallingford, Conn.^ : I suggest that we go on with the other ques- 
tions. I don’t think it makes much difference who prepares these 
variances, as long as they are prepared accurately. 

Chairman Green : Perhaps that is one way of preventing blood- 
shed. 

Turning to Question 2 : What types of variances are set forth on 
the variance reports — ^purchase variance, material variance, direct labor 
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variance, manufacturing burden variance, and perhaps other types 
of variance, such as scrap ? We should be able to work up quite a few 
points of discussion on this problem. What variances are important 
enough to be shown in your variance reports? 

L. W- Corbett {Chief Cost Accountant, Frederick Stearns & Co., 
Detroit, Mich .) : I believe that before we were concerned with the 
defense program, the material variances were a considerable factor, 
but now, with rising markets and the necessity for changing your 
standard material costs more often than under normal conditions, I 
would say that this is possibly becoming a still more important factor 
than the variation in direct labor. At least, that is true in our industry. 

Chairman Green: That is generally true, I believe, in most 
industries. 

Mr. Hewitt : I will take exception to that. It depends a great 
deal upon the typt of product that you are manufacturing and 
whether you are manufacturing from elementary materials or whether 
you are starting off with parts that have already been manufactured 
by some other concern, and which you are assembling. If you are 
starting from elementary materials, then your material variance be- 
comes significant as compared with your labor variance. 

Chairman Green : That is right. If you are in an equipment 
business or some sort of business where you are using a great multi- 
tude of sub-assemblies, your labor cost may become a larger com- 
ponent of factory cost than material cost. It might be true in a 
watch factory or a similar industry. 

Mr. Beaven : There should also be a distinction by products and 
1^ raw materials. Mr. Hewitt’s company may manufacture from 
metal, while we manufacture from wood. Wood is fifty per cent 
or more of our entire product cost, so it is a very important item. 

Mr. Corbett: In our particular industry, a lot of raw materials 
are, or were, imported from foreign countries, and the problem now 
isn’t the small matter with respect to the variance in cost. In fact, 
it is a question of whether or not you can get the material at all. 
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That has become a vital factor in the pharmaceutical industry and I 
think also in the chemical industry. 

Mr. Hewitt : Perhaps I did not state my point clearly, but I concur 
in the opinion that in order to get a clear statement of this question, 
we must know what the manufacturer’s balance is between the mate- 
rial and labor; that is, the proportion of each to total costs. 

Chairman Green : Correct. Isn’t it true that we have two parts 
to our total material variance? We have the part that has to do 
with price, which, of course, is the one that is facing us most vividly 
at the moment, and then we have the other portion of that variance, 
which is the variation due to utilization, whether you are using more 
or less material in manufacturing than your standards provide for. 
The last item should not be affected by the economic situation or any 
other situation arising at the moment, but your price situation will 
be. Therefore, don’t we want both those variances set out in the 
variance report? 

We have talked about material. What other types of variances do 
we want in the variance report? Let’s have some light on that 
subject. 

Elmer Luce {Mill Controller^ Sidney Blumenthal & Co,, Inc., 
Shelton, Conn,) : Mr. Chairman, before we go into that, I wonder 
whether it would be of interest to those present to have a showing 
of hands to determine how many people here actually use a standard 
price for the material, and how many use the actual cost? That is 
"A.” Now, "B,” of those who use standard prices, how many apply 
a standard price on the debit side of their inventory, and how many 
use it on the credit side of the inventory ? 

Chairman Green : I would like a show of hands on those two 
questions, which I think are very good ones, and it would be well 
to get a cross-section of experience here. First of all, in the matter 
of price, those of you who use standard prices for your materials, 
will you kindly raise your hands? (About 40) Now, those who use 
actual rates for material count? (About 15) It seems that there 
are considerably more firms using standard rates than there are using 
actual rates. 
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How many of you use the standard material costs to build up your 
inventory, that is, to debit your inventory ? This is for both finished 
products and in process, (About 30) How many use actual rates 
to debit your inventory? (4) It seems that the use of standards 
largely outnumbers the use of actual rates in the debiting of inventory. 

Now, in liquidating the inventory into the cost of sales, as well as 
liquidating work in process into finished stock, how many use the 
standard rate to credit the inventory account? (About 30) About 
the same number as use the debit side. How many use the actual 
to liquidate the inventory count? (4) That is largely as it should 
be, because if you are using standards to build up inventory, you 
should be using standards to liquidate it; while, on the other hand, 
if you are using actuals to build up the inventory, you should use 
actuals to liquidate the work in process or finished stock. Does that 
answer your question? 

Me. Luce: Yes, thank you. 

Chairman Green: I don't think we have covered the full scope 
of this question, and before we pass along to point No. 3, will some- 
one express an opinion as to the types of variances shown in these 
variance reports? No one has really answered that yet, and it is the 
fundamental question with which we started. 

Mr. Norris: We use the standard variance for purchases, we 
use the standard variance for direct labor and we use the standard 
variance for overhead. We are using standard rates of overhead, 
canying overhead into the process account at standard, and charging 
the difference between standard and actual at standard rate to profit 
and loss. That is our practice. 

Chairman Green : You don't break down the material into price 
variance and utilization variance? You have them all in one? 

Mr. Norris: We take care of the price variance when the raw 
material is received. Later on, we take care of the direct labor 
variance and, naturally, the overhead at the same time, but we record 
the material variance at the time of purchase. 
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Chairman Green : That is very interesting- Let's take an ex- 
ample to illustrate the point. Suppose you purchased a thousand units 
at $1.10 a unit, and your standard purchase rate was a dollar a unit. 
When you put those thousand units into your inventory, you would 
put them in at a dollar a unit and you would have a purchase variance 
there of ten cents a unit. Now, suppose that in the month ensuing, 
you used those thousand units in production. Those thousand units 
should normally jdeld a hundred units of finished product, but they 
yielded only ninety. You have an overrun there. You have used 
more material than you should have in creating those ninety imits. 
Don't you show that variance as a material variance? 

Mr. Norris : No, that is included in the production variance. 

Chairman Green : How many gentlemen here break down their 
variances into price variance and utilization variance? (About 35) 
It seems that the majority of us do make that division. 

In addition to our material variances, do most of us have a labor 
variance, and perhaps a scrap variance, in addition to the burden 
variance? Could we have somebody else relate his experience on 
that? 

Carl H. Grashof (Controlle/s Office, Eastman Kodak Co., 
Rochester, N. Y.) : We follow the very obvious practice of analyz- 
ing our variances by those various categories that are of importance 
in the operation tinder consideration, rather than tiying to stick to 
any one series of breakdowns. In certain cases we would have a 
material price variance, a material usage variance, and in some 
chemical operations, a 3 deld variance. This makes three material 
variations. Variations in other elements of cost, in certain cases, are 
important enough to be broken down into three or four different 
categories. Generally, we segregate our variation caused by volume 
of production, and also waste if it is important. In other words, we 
set out separately the important causes of cost variance and squeeze 
together into summaries those items which are not important. 

Breakdown of Variances 

Chairman Green: Suppose we proceed to Question 3. How 
fine is the breakdown on ihe variance report? That diould bring 
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out some interesting comments. Do we break it down by department, 
or do we go still further into operation? When we break it down 
finer than that, into an assembly or a gang, do we break it down by 
commodities or by machine groups? How do we set these variances 
out on the reports in the various industries represented here today? 

Mr. Beaven: We break our burden down departmentally and 
also break it down into volume variance and variable variance. 

Chairman Green : You don^t have a price variance? 

Mr. Beaven : Not on expense, no. 

Chairman Green: How do the rest of you gentlemen handle 
your variances? Do you summarize them or do you break them 
down to department or operation? 

Mr. Petrick : We break down our labor variance into two major 
groups. One, the variance due to the efficiency of the employees, and 
&e other the variance due to the difference between actual labor rates 
and the standard labor rates. 

Chairman Green: We still have not answered the question. 
Does your breakdown go further than an analysis of a department, 
say to operations within that department, and perhaps even further 
in some cases? Will somebody tell us their experience along those 
lines? 

Mr. Barto: I would like to tell you about our experience. For 
material, we do not endeavor to break it down by departments or by 
operations, but we have a very strict analysis of labor because we 
can get that from our payroll distribution. The payroll is split up 
into the various cost accounts— direct labor, indirect labor, repair 
work, etc. For that reason, we are able to break it down readily by 
departments. We pick out the outstanding loss factors in the course 
of a month, so that we can spot anything that is rather unusual in 
the processing of our product. 

Chairman Green: Are there any industries represented here 
that go beyond the departmental basis in presenting their variances 
on the report? 



STANDARD COST VARIANCES 


107 


Mr. Hewitt: We go beyond departmental breakdowns for labor. 
On some labor, we will go down as far as operations. Generally, we 
go down as far as machine groups, that is, report the labor variance 
by foremen. But so far as the purchase variance is concerned, there 
is no breakdown. The purchasing department is a department in 
itself. They do the purchasing and the variance occurs more or less 
under their control. If a report of purchasing variances were to be 
made, they would make the report. Of course, that would then 
apply to the company as a whole. However, we have the manu- 
facturing department so set up that each department is an organiza- 
tion in itself and has its own cost organization. Therefore, the labor 
variances are broken down in great detail in those departments and 
reported in such detail. Again, it is a question of doing it in the 
most expedient way, where it will do the most good. 

Chairman Green: Thank you. I wonder if Mr. Patterson 
would be willing to tell us how the variances are reported for the 
Armstrong Cork Company. Are they on the basis of operations 
rather than by departments? 

Thomas H. Patterson (Chief Cost Accountant, Armstrong Cork 
Co.j Lancaster, Pa.) : In our company we publish reports that are 
submitted to the superintendent, the assistant superintendent, the 
foreman, and the gang leader, depending upon the organization. We 
try to keep the report as simple as possible and these reports will 
cover material, labor and variable expense deviation. We see to it 
that the individual men responsible for expending the labor, material 
or expense get a copy of that portion of the deviation that applies 
to them. Taking material variances as an example, we will show in 
one operation the standard allowed, the actual cost, the deviation and 
the per cent deviation for the month, together with the period-to-date 
figure beginning with January 1 and ending with the twelve-month 
period. Usually the operation total includes a number of different 
products and if the standard and the actual are in close balance, no 
explanation is offered. However, if they show a sizable deviation, 
we will make a further analysis showing on what products such 
deviations have occurred. 

It has worked out satisfactorily. The foremen, of course, keep 
their own control as they go along since the reports which we submit 
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are not usually in their hands until about the 17th of the month 
following the closing period. The report which we give them, there- 
fore, is a post mortem, so to speak, and it is used more for a long- 
range control purpose than as an immediate control of the operations. 

Chairman Green : Thank you, Tom. Suppose we go along to 
Question 4: Are variance reports for major executives more con- 
densed than those submitted to factory managers, department heads 
or foremen? What has been the practice in this respect? Do we 
condense reports more for major executives than we do for others 
in the group? I believe Mr. Bechler this morning had a very definite 
idea on that, but what is the experience of this group here this after- 
noon? 

Treatment of Overtime Premiums 

Mr. Slavin ; Mr. Chairman, may I disrupt the continuity of this 
program as you are presenting it. Before it is too late and before we 
leave labor variances I would like to get this thought in. I would 
like to get an expression of the group, or some sort of opinion, as 
to how excess for overtime is treated — ^whether it is treated as a 
variance of labor or as a budget variance? 

I know it has become a problem. Our budget is based on normal 
operations that do not take into account excess for overtime. When 
I say excess time, I mean premium for overtime. I am very much 
interested in finding out how that is handled, whether as a direct labor 
variance, as a variance chargeable to management, or some other 
variance. 

If anyone has had any experience in handling these items, I would 
appreciate a statement from them, 

Stanley Zweckbronner (Cost Accountant, Monroe Calculating 
Machine Co,, Orange, N. /.) : I would like to answer your ques- 
tion, Mr. Slavin, if I can, by sa 3 dng that we treat it in this manner: 
We have developed a revised standard labor rate. The revised 
standard labor rate is based on anticipated overtime payments for a 
given period of time. 

In addition to that, the standard labor rate also includes an allow- 
ance for all other factors which we can attribute directly to labor. 

I have in mind vacations. The standard labor rate allows for the 
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fact that we pay for fifty-two weeks but get only fifty weeks’ work. 
The same applies to holidays. An allowance is also made in the 
standard labor rate for a certain number of holidays to be paid to 
hourly-rated employees. 

Still another is the allowance for Social Security payments. In 
this manner we have built up labor rates that are pretty much all- 
inclusive, and then any additional costs beyond the revised standard 
rate are treated as overhead variances, i.e., variances chargeable 
currently against the overhead account. 

Bertel W. Straight {Department Chief, Western Electric Co,, 
Kearny, N. J.): We treat overtime allowances as an item of labor 
in a method similar to that just stated. Labor payments such as 
overtime allowances, vacations, paid-for-holidays and night bonus 
and accruals for pensions. Social Security taxes and employment 
stabilization are combined and recovered in a standard rate applied 
to standard direct labor. The difference between standard recoveries 
and actual payments and accruals is considered a labor variation. 

Sidney R. Catsipf {Supervisor of Costs, General Electric Co., 
Fort Wayne, Ind.) : Mr. Chairman, I am not going to tell you how 
we treat it, because in my opinion, as accountants, we spend entirely 
too much time arguing about things like this — ^whether it should be 
expense, or this kind of variance or that. After all, what is the 
difference? We are setting these things down for one purpose and 
one purpose only, and that is, to know what they are. 

It seems to me that, depending upon your own individual account- 
ing system, the easiest way that you can set out any given expendi- 
ture is the correct one. All you want is to segregate it without 
distorting some other expenditure. For example, don’t put your 
overtime into the spoilage account so that, when you are spendmg 
overtime, it looks as if your spoilage had gone up. Other than that, 

1 don’t think it matters where you put it 

Do it as cheaply as you can and get it out as fast as you can, but 
get the facts and do something about it. I think the less we argue 
about it, the more the boys down in the shop are going to understand 
what we are talking about. I come from a company that at one 
time regarded a lot of these rules almost as a bible. Such-and-such 
a thing had to be expense and it was heresy if you talked about doing 
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anything else. A lot of that was caused by looking at it from a 
bookkeeping angle rather than a control angle. 

Francis A. Paquin {Auditor, Firestone Rubber Co., Fall River, 
Mass .) : Mr. Chairman, I would like to disagree with the last 
speaker. My thought on direct labor is that direct labor is the basis 
of figuring your overhead on standard costs, and we like to have 
those items which are imcertain out of direct labor. Overtime is 
set up in a special account and charged to indirect labor or factory 
expense, so that the cost department, in figuring up their cost for the 
next six months and figuring all their sales and quotations, are basing 
their overhead per cents on a basis which they really expect to hit, 
eliminating the uncertain factor of overtime which is difficult to 
predetermine. 

Mr. Catsiff: Mr. Green, may I clarify one point? I am glad 
Mr. Paquin brought that up. I hope that nobody understood me 
to mean that the report should go out with everything all together 
so that we don^t know what we have in it. I did not mean that. I 
say, make your segregation and follow it. Of course, you don't want 
items swallowed up in direct labor or hidden in with the rest of the 
stew, so that you don't know what you've got there. But after you 
have shown it separately, the question of its classification is essen- 
tially unimportant. That is more of a bookkeeping problem. 

Chairman Green; I think that is right. Shouldn’t our setup 
reflect the effects of abnormal conditions, such as we are living in 
today, and which we do not hope to be living in tomorrow ? 

Mr. Slavin: Mr. Green, I would like to reply again to Mr. 
Catsiff. I think it does have an important bearing on your costs as 
to where and how you treat items such as we have under discussion. 
Take, for example, excess time. You might treat it as direct labor, 
and in that way increase your direct cost. On the other hand, you 
might treat it as overhead, and because of the volume that produces 
this overtime, your actual rate may not be increased at all; as a 
matter of fact, it might come down because of the volume that caused 
this overtime. We have found the latter effect in our case. 

It does make a difference where you put it. If you put it into 
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direct labor and keep your standard rate, you are increasing your 
cost. If you put it into manufacturing expense and because of vol- 
ume are able to absorb that much, and more, it woidd tend to lower 
the actual rate. The volume you have may even cause a lower actual 
rate of overhead than you have been using for standard. I hope I 
have made that clear, because I think it is important 

Francis J. McCarthy (Assistant Treasurer, Greist Mfg. Co., 
New Haven, Conn.) : Mr. Chairman, we put the overtime into an 
overtime premium account, as factory expense, and write it right off 
in the overhead to cost of sales, during a given period. 

Mr. Beaven : That question was included in a recent question- 
naire sent out by National Headquarters. It was also answered in 
the Question and Answer Section of the Bulletin for February 1, 
and the consensus was that it should be handled as direct labor 
variance. At that time we adopted that policy and all variances due 
to direct labor overtime are now considered as direct labor variances. 
All overtime excess on indirect labor is considered as burden va- 
riance. That is the way we are handling it now, due to the statement 
in that issue of the Bulletin. 

Disposition of Variances 

Chairman Green: Judging from this active discussion, we 
would need about six hours instead of an hour and a half to cover 
the outline. Therefore, I wonder if it would not be better to deviate 
from our original idea of tiying to follow the outline and perhaps 
have the group pick out a particular sub-topic or sub-topics that they 
would like to discuss or on which they would like to comment or 
raise questions, either on the analysis of variances or the disposition 
of variances ? We have not even touched the disposition of variances 
as yet. Perhaps that is a better plan to follow at this moment. 

N. H. Markow (Cost Accomtant, Tung-Sol Lamp Works, 
Newark, N.J.): Mr. Chairman, I would like to get some opinion on 
when variance accounts should be closed into operations. 

Chairman Green : Who is willing to give us an answer to that? 
When or how often are variance accounts closed into operations — as 
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they occur, daily, weekly or on a monthly basis, or are they closed 
on a semi-annual or annual basis? What is the practice? 

Mr. Barto : We dose them out every month. 

Chairman Green : I see ; you close them out into the cost of 
operations on a monthly basis. I would like to see just how many do 
that- (The majority.) It looks as though by far the greater per- 
centage of those present adopt that method. Are there any here who 
close those variances out in even a shorter period — ^a weekly period or 
a semi-monthly period? Let’s have a show of hands on that. (None.) 
It seems to me that the month is the shortest period in which we 
really close out those variances. There seems to be a pretty wide- 
spread practice on that particular point. 

We seem to have jumped from analysis to disposition of variances. 
Have we left any points untouched on the analysis of variances, be- 
fore we get into a discussion of disposition? 

Mr. Paqxjin : There is always the problem of absorbing overhead 
into work in process to determine the cost variance for the month. I 
would like to hear some ideas from the members of the group as to 
just how they absorb their factory overhead, so as to determine their 
cost variance on overhead for the month. 

Mr. Markow : In our company we use the actual direct labor as a 
base. We gather the actual expenses which constitute our overhead 
and deduct this from the standard overhead which is a predetermined 
percentage of the actual direct labor. The diflFerence between the 
actual overhead expenses and the standard gives us the variance — 
either a gain or a loss. 

Chairman Green : In other words, you debit your burden vari- 
ance account with the actual expenditures, and you credit it at the 
standard rate, which leaves an unabsorbed portion which you write 
off at the end of the month. Is that the case? 

Mr. Markow: Yes. 

Chairman Green : Does anyone disagree with that, or have any 
other practice to offer? 
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George C. Lyon (Cost Supervisor, Limerick Yam Mills, Limerick, 
Me.): We apply our overhead on a percentage of the direct labor 
basis and absorb the variance quarterly rather than at the end of the 
month. We find that there is a carry-over on the monthly basis, and 
that we sometimes have considerable direct labor in process ; we there- 
fore find it more effective to close it out quarterly, when the physical 
inventory is taken, than to close out the direct labor variance every 
month. We have less detail work to do then, we find. But we do 
use substantially the same method except that we dose after a longer 
period. 

Chairman Green : That is a very interesting practice. 

Mr. Joy: Do you use that same method in your monthly state- 
ment? 

Mr. Lyon : Yes, we use that in the statement, but because of some 
difficulty in estimating the direct labor in process, the overhead in 
process is a problematical figure. We can get a good figure quarterly, 
whereas monthly it would be very difficult to do that. For that rea- 
son, we merely make an estimate of the overhead that has accumu- 
lated in process and we put it into the monthly figures, subject to ad- 
justment on the quarterly report. 

James L. Brownlee {Procedure Supervisor, Tennessee Coal, Iron 
& Railroad Co,, Birmingham, Ala,) : Mr. Chairman, it was stated 
that the variance was closed out monthly, I would like to ask, to 
what account? Is it closed out to profit and loss? What is done 
about the variance in inventory, if you are using standard costs for 
monthly dosings? 

Mr. McCarthy : We diarge off our departmental loss monthly. 

Chairman Green : You write into the profit and loss account the 
variances in material, labor and burden. 

Sherman M. Chandler {Plant Accountant, Combustion Engi- 
neering Co., Inc., New York, N. Y.) : Our variance accounts for 
over- or under-absorbed costs, consisting of labor and overhead, are 
dosed to profit and loss through the cost of sales account and our in- 
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ventories are valued at standard cost regardless of the size of our 
variance account, 

Mr. Brownlee: Mr. Chairman, may I ask another question? I 
would like to ask for a show of hands of those represented here who 
use standard costs in valuing inventory that close out the variances 
directly to profit and loss ? 

Mr. Slavin : May we have a little clarification on that? Do you 
mean monthly, and then at the end of the year make some distribution 
of it between inventory and cost of sales? 

Mr. Brownlee: No, I mean direct. 

Chairman Green: How many do that — close out the burden 
variance directly to the cost of operations, monthly? Will you raise 
your hands? 

Member: Do you mean the cost of sales? 

Chairman Green : Either to the cost of sales, or as a separate 
item, set forth below the standard cost of sales. (About 30) How 
many do not follow that method? (4 or 5) It seems that the large 
majority here use that method. 

Herbert J, Myers {Controller, Farnsworth Television & Radio 
Corp,, Fort Wayne, Ind,) : May I add a word to that ? I think there 
is a misunderstanding on that question because, to me, cost of sales 
and profit and loss mean the same thing. 

Chairman Green: That’s right. It results in the same final 
profit or loss, there is no question about that, but do you inflate your 
cost of sales by including the variances, or do you show them as sep- 
arate items? 

Mr. Myers : We show them as. separate items ; we indicate what 
they are. 


Chairman Green : I believe some companies follow the practice 
of stating the standard cost of sales and bringing down the standard 
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operating profit, and then set in the variances below, thus coming 
down to a final operating profit. 


Disposition of Volume Variance 

Member: The monthly variance report should break down the 
overhead variance into factory controllable variance and fixed ex- 
penses, under or over. The under- or over-absorbed controllable 
expense should be charged to the cost of sales, and the under- or over- 
absorbed fixed expense should be charged to the sales department 
because the cost of sales is charged to the sales department and billed 
to the sales department at normal cost. 

Chairman Green : You really have your burden variance split 
into two component parts, one, which is really a volume variance, and 
the other, which is a price variance. 

Member: That’s right. 

Chairman Green: And your volume variance, you charge 
against the selling function. 

Member: Yes, simply because the cost of sales is charged to the 
cost department at standard cost and it is not a factory problem, 
whether the factory is operating at 60 or 90 per cent of capacity. 
That hasn’t an3^ng to do with the factory foremen or the superin- 
tendent. That is a sales problem. 

Chairman Green : Does anyone disagree with that theory? 

Mr. Brownlee: Does the salesman object to that? 

Chairman Green : That is what we are going to find put. How 
many disagree with their theory of practice? Will someone comment 
on that? 

Horace G. Barden (Assistant Manager, Ernst & Ernst, Indian- 
apolis, Ind.) : I would like to ask a question in that connection. I am 
a little uncertain as to what you mean by charging the sales depart- 
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ment. Do you mean by that that you include it as an expense of the 
sales department, and if so, how does it apply to unit product cost in 
arriving at a total cost figure? How do you get it into your cost, if 
you charge it to the sales department? 

Member : You don’t get an}thing into the cost, the normal cost — 
if that answers the question. It is charged to the sales department 
simply as a normal cost. 

Chairman Green: But your sales department is not held re- 
sponsible for that variance. 

Member : It is a profit and loss item. 

Chairman Green : I see. But the responsibility for creating or 
incurring that variance lies with the sales department. Is that what 
you mean? It is not added on to their cost, but they are held respon- 
sible for the fact that that variance shows on the report. 

Member : Correct. It is posted on the sales department’s variance 
report as a factory charge to them for under-absorption of fixed fac- 
tory expense. 

Chairman Green : But there are no accounting entries made, 
charging it to cost? 

Member : That’s right. 

Use of Standards with Last-In, First-Out Method 

Mr. Grashof: I would like to ask whether anybody here has had 
any experience in reconciling the carrjdng of inventories at standard 
(with the disposing of variances in one way or another) with the new 
last-in, first-out method of inventory valuation and the various regu- 
lations that the Treasury Department has made in connection with it? 

Chairman Green : I am glad you raised that question, for it is a 
very important one that many of us are going to have to face. Will 
someone give us an answer to that? Mr. Patterson, I wish you 
would. 
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Mr. Patterson : That sounds like a pretty big order, but here is 
one phase of it on which I would like to digress a bit. We were talk- 
ing about the adjustments against standards, the deviations against 
standards, and what we do with them. I think that problem is tied up 
with how often we change our standards. If a company does not 
change its standards very often I think it would be very sound to re- 
flect in this year-end inventory valuation some adjustments indicating 
the variance between actual experience during the year and the 
standards set up. However, if you change your standards frequently 
as we do in our company (we change them once a year), and the new 
standards really reflect the economies that have transpired during the 
year, then we believe that no further adjustment is needed in the new 
standards since they already reflect cost reductions or cost increases, 
as the case may be. 

Now, when you come to the last-in, first-out basis, I can only give 
you our practice. We take the basic material component in our in- 
ventory and carry that at a base price. We use, for instance, linseed 
oil in the manufacture of linoleum. If you look at the finished stock 
of linoleum, you, of course, cannot see the linseed oil, but it is a very 
convenient handle to take hold of, so we say that in the finished stock 
we have a certain amount of linseed oil and base this statement upon 
the quantity of linseed oil that normally enters the finished stock we 
are considering. To this total is added the equivalent pounds of lin- 
seed oil in process, and the actual pounds of raw materials on hand. 
The total of these three items is carried at one value which is the 
last-in, first-out rate times the quantity. 

We started using the last-in, first-out method at the beginning of 
1940 and as long as we have equal quantities on hand at the end 
of 1940, corresponding to what we set up at the beginning of 1940, 
the same basic rate per pound will be used in inventory valuation. A 
simple method of getting your standard value down to the last-in, 
first-out value is to take the difference between the standard inventory 
valuation and the last-in^ first-out value, and set this difference up as 
a valuation reserve. This reserve is deducted from our standard in- 
ventory total as of the end of the year and the net figure is used for 
tax closing. 

No doubt there are other methods of operating the last-in, first-out 
method, but I am just passing along this information on the procedure 
which we found expedient to use. 
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Mr. Grashof : In other words, you don’t disturb your normal ac- 
counting practice so far as the inventory standards are concerned, 
in applying the last-in, first-out basis? 

Mr. Patterson : That’s right. It doesn’t affect our cost of sales 
each month. We make our adjustment at the end of the year for 
differences in quantity. 

Mr. Grashof : Do you make the adjustment in every item of your 
inventor}^ or is there simply one general adjustment? 

Mr. Patterson : It is an adjustment on all items in the inventory 
which we have elected to use for the last-in, first-out basis. 

Mr. Grashof : What I mean is, do you adjust the price of all of 
the items on inventory, for example, all the different classes of lino- 
leum, every item which uses linseed oil? 

Mr. Patterson : No. We allow that valuation to stand on the 
individual items and change the total. 

Mr. Grashof : The total inventory value only ? 

Mr Patterson : That’s right; we make one adjustment. 

Chairman Green : Then you have a valuation account to reflect 
the difference between standard cost and the last-in, first-out cost, do 
you not? 

Mr. Patterson : That’s right. 

Chairman Green : The reserve is shown against your standard 
value to arrive at your last-in, first-out value. I think it follows that 
you have to maintain some subsidiary records of your basic inventory 
at the beginning of the first year in which you elected to use the 
last-in, first-out method and a subsidiary record of changes as the 
inventory is built up or tom down. It does not necessarily have to be 
voluminous. You may find it expedient to use the last-in, first-out 
method for only your major materials. By doing that you use a 
minimum of effort, whereas if you were to include a lot of the s mal ler 
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items of material, you might be putting in two or three times the 
amount of effort for a very slight difference in costs and inventory 
values. 

After all, I think it is a matter of economic balance of effort versus 
results which we have to consider when we elect to use that method. 
Would anybody else like to-^say something about their experiences 
with the last-in, first-out method ? 

Mr. Myers ; It seems to me that there is a little confusion about 
the last-in, first-out method, and I would like to say something for 
the benefit of clearing it up. I would like to call the attention of the 
members to the fact that Mr. Bennett covered that subject very well 
at last year’s convention. He pointed out that it is not mandatory that 
you adopt that method, and there are some industries, in fact, many 
industries, where it is not practical to adopt it. 

Chairman Green : It is entirely a matter of election, as far as 
that is concerned. 

Allocating Variances to Commodity Groups 

Chairman Green : Returning now to variances from standard, 
does anyone have a question on any sub-topic under analysis or un- 
der disposition of variances? 

Mr. Weppler : I would like to hear some discussion on item 5 : 
*Tn charging variances into the cost of operations, what effort is made 
to allocate variances to major commodity groupings for the purpose 
of determining commodity profit and loss ?” 

Chairman Green : That is a very good question, because it is 
something that all of us, or a great many of us at least, have to think 
about. It is a matter which requires breaking down the condensed 
operating statement into its component parts, or taking the picture 
apart, seeing what makes it tick and determining where the weak 
spots and the strong spots really are. That is the primary objective, 
I believe, in the preparation of commodity profit and loss reports. 
This should make a very good point for discussion. 

Mr. Catsifp : Our experience in trying to break down variances 
has shown that it is almost impossible to get a decent job of segr^;a- 
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tion when you try to go beyond “what I call a manufacturing unit. If 
you have in a given department two lines of products, intermingled, 
and you would like to separate them, you are apt to find, I think, that 
you are going to do a lot of bookkeeping for a very questionable 
result. 

Where it is important to know within a given department whether 
or not we are losing money on a given portion of the product in that 
department, we tiy’ to spot-check or make memo reports for a short 
period of time, to get the information. In actually trying to get it 
into the profit and loss statements, we found that the results were 
very questionable and we have never had confidence in them after 
they were obtained. 

Chairman Green : Will someone take the opposite point of view 
on this question? 

Mr. Markow: The first thing we do in making up our forecast 
(we forecast all our business) is to break the factory cost down into 
elements, and after we have completed that, we know on a percentage 
basis of our factory cost, what our different stock elements are to our 
total standard cost. Then, as we post our sales (we post our sales 
simply as total factory cost) and arrive at the total, we ratio that back 
to these different stock elements, based on the original forecast 
ratios. Then the stock variances are broken down, or broken back 
to the different stock elements and the various lines based on the 
ratios. 

Chairman Green : Can we have some other comment, either in 
favor of or against commodity profit and loss? 

Frank J. Colkos {Accountant, RCA Mfg. Co,, Camden, N. J .): 
I just wanted to point out that under a job cost system, all this com- 
modity breakdown would be available. 

Chairman Green: That is very true, but I believe that today 
there are a great many industries which are using standard costs 
and do not use the job cost method. Under a standard cost plan, are 
we in favor of commodity profit and loss statements, or are we 
against them? What seems to be the consensus here? 
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Mr. Myers : I don’t see that it makes ver}’' much difference, once 
you determine what your variances are, what you do with them, ex- 
cept to write them off, because they have little connection, in most 
cases, directly with a product- You are only arriving at a theoretical 
profit and loss by-product, if you try to allocate it. It does not help 
control. 

After all, what are we operating standard costs for? Primarily, I 
think it is for control, and the important thing is to determine what 
your variances are and where they occur. What difference does it 
make? As Mr. Catsiff has said, it is very difficult, almost impossible, 
to split them up properly between products. 

Chairman Green : Does it not depend very largely on the type of 
industry involved? I don’t question the fact that there are certain 
industries where it would be very difHcult to segregate material costs, 
labor costs and burden costs, even by major products. But, on the 
other hand, there are a multitude of businesses where you can defi- 
nitely segregate material, labor and burden costs. The benefit that is 
to be derived from making that effort, as I see it, is to show what 
lines of products are really contributing to the profit side and what 
lines of products are contributing to the loss side of your final oper- 
ating picture. 

It may be that in your particular business, you have to sell some 
items (sometimes called “leaders”) below cost, but, on the other hand, 
there is a psychological point in the development of commodity profit 
and loss, as I see it, in that it materially aids in the development of a 
cost reduction program. Anything at all that can be done to reduce 
cost is going to contribute to the betterment of that particular com- 
modity which is showing a loss, and although we cannot, perhaps, 
entirely eliminate that loss, I believe when the facts are laid before 
us clearly, as they can be in many lines of business, you will know 
where you have to concentrate your effort to better the entire picture. 

In other words, if you had a number of eggs in a basket, you would 
not know which were good and which were bad (unless some of them 
began to smell), but if you could lay them out and inspect them, one 
by one, then you would know which ones were good and which ones 
were bad. That, after all, is what you are trying to do with com- 
modity profit and loss. Of course, in some lines of business the prob- 
lem will naturally be more difficult than in others, but any effort made 
along this line, it seems to me, even if only partial, perhaps by the 
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major commodity groupings, can result in definite benefit. Obviously, 
your results are limited by the type of business and the conditions 
which are incidental to your particular business ; there is no question 
about that. 

Mr. Myers: I beg to disagree. It is true that in a process-type 
industry, you can split up your costs into your cost elements; as a 
matter of fact, you can do it in any type of business I know of, and 
that does furnish a good basis for allocating variances to product 
lines. But when you are through with that, what have you got, after 
all? You haven’t got anything that helps control. 

Let me cite a case that I have used in many instances, as an illus- 
tration. Here we have product A and B. They go through one 
process and one machine. Let us assume that it might be a machine 
that is operated with a belt. The operator becomes careless and lets 
the belt get loose, or lets it slip. His efficiency drops. Product A 
happens to go through there today, but by tomorrow somebody has 
discovered that the efficiency was down and the cause of it was the 
slipping belt. The belt is tightened up, and it happens that product B 
goes through there tomorrow. Now, was it product A that cost more 
to make, or was it the cost of a slipping belt? 

Chairman Green : That is a very good question. 

Mr. Myers : It is the cost of the slipping belt. 

Chairman Green : Well, gentlemen, I think we could engage in 
an argument on this point that would last until the wee hours, but I 
still believe — ^in fact, I believe in it because it is the result of actual 
experience — ^that, as I say, by pulling the picture apart and seeing 
what really makes it tick, you are able to effect cost reductions. I 
know we have been able to do that. If you have an operating state- 
ment that combines many products into a single statement of profit and 
loss, you don’t know which items have contributed either to profit or 
loss, as shown on that statement. Therefore, you cannot definitely 
know where to apply corrective measures, or particularly where to in- 
stitute cost reduction programs. 

I know that in the Armstrong Cork Co. we have been able to make 
substantial gains and effect considerable cost reductions just by hav- 
ing such information brought to our attention in the form of com- 
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modity profit and loss reports. Some of the costs, naturally, cannot 
be allocated as readily to commodities as others can, but if we can get 
two out of three cost components definitely allocated, at least we have 
something definite to go by. We have a place at which to strike. Of 
course, the circumstances, again, alter the case ; there is no question 
about that. 

Mr. Catsiff : Before you leave this, Mr. Green, I don’t think that 
you and Mr. Myers are really in disagreement. I think I started 
something which I did not state clearly enough. I agree, and I am 
sure that ^Ir. Myers agrees a hundred per cent, that there should be 
segregation of variances between products where the inherent nature 
of such variances differs between the products and where — ^the point 
I tried to make — ^it is easily possible to do a satisfactory job of segre- 
gating. But we should not get back into the errors of the old job 
cost system. That is all we argue — ^that just because a machine 
happens to break down today or a workman happens to drop this 
particular batch of stuff, to say that that particular cost is higher to- 
day, is not, I believe, what you meant. 

Chairman Green : No. 

Mr. Catsiff: But you did mean, as far as possible, to segregate 
the inherent variances. 

Chairman Green : Isn’t it a matter of economics to make the 
effort where you can really get something out of it? It is balancing 
the situation out, after all, and it takes keen vision and ability to be 
able to analyze the situation and determine what can be done ; whether 
you are going to spend a great deal of money trying to do something 
that will produce very little results, or whether your results cannot 
be justified as being sufficiently accurate to be practical and to be ac- 
cepted by the management as such. 

The time is getting late, and we still have a number of points that 
have not been touched on. What do we have here that you would 
like to discuss? 

Treatment of Fixed or Stand-by Costs 

Clarence W. Snyder (Assistant Controller, John A, Roeblin^s 
Sons Co., Trenton, N. I,): Mr. Chairman, a good many of us raised 
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our hands when you asked whether we disposed of variances by 
charging them to cost of sales or to profit and loss. I want to raise 
one more point in connection with that vote. We have, of course, two 
kinds of variances, loss variances and profit variances. I can agree 
with most of you on disposing of loss variances directly to profit and 
loss as they occur, monthly, but I think there is a fallacy in disposing 
of a profit variance directly to profit and loss. Let us consider vol- 
ume variances only. Most of us may set our burden rates at some 
normal volume, say that of 1937, or 1939, or 1940, which were fairly 
good years, comparatively speaking. Well, in 1932 and 1933, most of 
us were under-absorbing overhead, with idle plants, and we took 
those variations into profit and loss, and rightly so, because we did 
not want to put any idle plant losses into inventory value. 

Now, we are in a defense period with over-absorptions at 25 to 50 
per cent over that so-called normal capacity. Now, if you take those 
profit variances direct to profit and loss, I think you are overstating 
your profit through overvaluing your inventory. The cure for it, in 
my opinion, is to set out with your cost of sales at standard, deduct 
your variances as measured, volume and all, and then offset those 
profit variances with a debit sufficient to provide a reserve for reduc- 
tion of inventory from standard to actual cost. 

The theory in doing this is that we should not value inventory at 
more than actual cost ; we should take losses as they occur, but never 
anticipate a profit. I would like to hear a few remarks on that, as to 
whether I am wrong or right. 

Chairman Green : That is a good question. 

Mr. Myers : I look at this from the standpoint of an accountant. 
We always argue that consistency is a virtue, but when you make 
such an adjustment, you are not being consistent. 

However, I am not arguing that we should continue our present prac- 
tice. Some of you attended one of the technical sessions last year in 
which there was quite a bit of discussion on what to do with this so-called 
fixed or stand-by cost. There was a discussion when the convention 
was held in Cincinnati on the same subject. I bring it up again. I 
don’t want to speak at length because time is getting short, but I want 
to call attention to a solution to that problem. Let’s take our fixed 
or our stand-by cost out of our inventory valuations and charge it off 
each month, because it is the same each month whether you have zero 
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volume or twice the volume that your costs are based on, and value 
your inventory on the variable costs only. 

There is an N,A,C,A, Bulletin on that very subject, and this pro- 
cedure is advocated in it. Mr. Gardner and I had quite a discussion 
on this in just such a meeting as this last year. 

Chairman Green : I think there is much food for thought in that 
theory. 

Mr. Barden: May I enlarge on that point? Did I understand 
you to say, Mr. Myers, that you would leave the fixed or the stand-by 
costs entirely out of the inventory, or would you leave these fixed 
expenses in the inventory for fiscal closing purposes, but allow them 
to stand at that same figure throughout the year? For the interim pe- 
riods, I assume you would absorb into your inventory and take out of 
your inventory only your variable cost burden. 

Mr. Myers : I didn’t mention the latter method but I doubt that 
you would get into any trouble with the Treasury Department if you 
did it that way. I will agree that that might be a good practice. 

Chairman Green : I wonder if we don’t have to take a long- 
term point of view on this question, because, after all, I think we re- 
alize that at the moment we are in a rather unusual economic situa- 
tion, and a situation which is not going to last indefinitely. While we 
are subject to over-absorption in many lines of industry today, how 
long is that going to last ? Aren’t we going to be subject to a revision 
of our thinking, perhaps in another two or three years, and hadn’t 
we better think about a long-range picture here, rather than just a 
picture of the moment, which is really incurred by this tremendous 
volume of production that confronts us all? 

Mr. Barden : Mr. Green, I have listened to this discussion about 
the handling of stand-by or fixed costs in two or three instances 
within the last year or so, and I would like to see more discussion of 
it through the monthly Bulletins, I know that there are many of you 
men who, upon further examination of this somewhat revolutionary 
method of absorbing costs in inventories, are going to see that there 
is a lot of merit in it. I believe it is going to be developed further in 
the near future. Being in public accounting, I have seen some very 
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interesting discussion on it and feel that there is a lot of current 
thinking on the problem. 

Disposition of Variances on Partially Completed Goods 

H. Burrell Robertshaw {Accountant, Eastman Kodak Co,, 
Rochester, X, I".) : Mr. Chairman, I would like to ask a question 
of the group, if I may, about the case where partially completed goods 
are sold to other concerns, and a variance is built up on both goods 
which you intend to finish and goods which other concerns are going 
to finish. How are we going to dispose of those variances at that 
point ? 

Chairman Green: That is a good question. Is there anyone 
who has had experience with that particular set of circumstances? 
Can we have an answer to that ? 

Mr. Lyon : Do you mean that you sell your partially processed 
goods or do you commission them for final sale? 

Mr. Robertshaw : They are sold in a partially completed state. 

Mr. Lyon: Then I would treat it as a sale — ^just as any other 
sale. It is a complete sale as far as you are concerned. 

Mr. Robertshaw: Yes, it is completed as far as we are con- 
cerned, but how about the actual cost, you might say, of that partic- 
ular item that has been sold ? How about the profit and loss on that 
sale? 

Mr. Lyon : I would treat it just the same as profit and loss on any 
other sale, charging its cost into your cost of sale. In our business, 
we partially process goods and then commission the remaining process. 
Sometimes we pay more for the finishing than we receive, and some- 
times we pay less for it. We carry its total cost to the cost of goods 
sold account after it has actually been sold. 

Mr. Robertshaw : The important part of my question is to find 
a profit and loss on the partially completed goods which are sold, and 
a profit and loss on the completed goods. 
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Chairman Green: Doesn't that bring up the point of having 
your variances determined and expressed by operations and depart- 
ments so that you can tell what the accumulated variance is at any 
stage ? If you are breaking it down as you go along, it is automat- 
ically taken care of, isn't it? You are making an outright sale, 
whether you regard it as a finished product or as work in process. 
There is no reason, as I see it, for distinguishing between the items 
which are work in process and those which are finished stock. You 
can thrust your variances into the cost of operation at any point 
where the goods are sold. 

There is one question which has not been raised as yet, and I am 
surprised that it has not come up. We have not had any disagree- 
ment on the matter of throwing all variances into the cost of opera- 
tions at the end of the month. There has always been some differ- 
ence of opinion, I believe, on that particular subject. There are many 
men who feel that the variances should be closed into the cost of 
operations as the units are sold. Others feel that they should be 
closed into the cost of operations as the units are produced. 

We have not had any evidence here this afternoon of any such 
difference of opinion on that point. Perhaps it exists but it just has 
not been brought out. From what has been said, I have gathered the 
impression, although I may be wrong in this, that you are all charg- 
ing variances to the cost of operations as the goods are produced. Is 
that interpretation correct, or do you disagree with it? 

Mr. Myers : I think we are getting to be more practical. 

Chairman Green : I believe that is right, but there was a great 
deal of opposition to that idea up to just a few years ago. I found 
out, in addressing a number of N,A.C.A. chapters, that there was still 
a great deal of opposition to charging off variances as the goods were 
produced, even though it does not really do much good to carrj’- them 
over. You have a problem there that you have to deal with sooner 
or later, so why not dispose of it as soon as possible and state your 
financial reports on the most conservative basis, rather than argue 
the academic point of whether you are going to write it off this month 
or next? 

We have come to the end of our time, and I am very sorry that we 
cannot continue this stimulating discussion. It has been spontaneous 
and has covered many interesting points. I am sure that we are all 
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going to carry away with us some better ideas of various accounting 
processes and procedures which we can apply in our own individual 
cases. I am very sorry that no more time remains. I appreciate the 
active participation here this afternoon, and I hereby declare the ses- 
sion adjourned. 

. ; . The meeting adjourned at three thirty-five o’clock . . . 


REQUIREMENTS FOR EFFECTIVE INTERNAL 
AUDIT AND CONTROL 

Chairman: Thomas A. Dunbar 

Assistant General Auditor, Boston Elevated Railway Co., 

Boston, Mass. 

Chairman Dunbar: As a part of the day’s technical program, 
these group discussions have been organized to permit you to choose 
the subject in which you have particular interest. Your presence here 
this afternoon indicates to me that the subject assigned to this group, 
^‘Requirements for Effective Internal Audit and Control,” is your 
choice. 

We all recognize that in the short space of time allotted, it will not 
be possible to discuss exhaustively all the points relating to this sub- 
ject, and that we cannot possibly all agree on any one best way to 
set up internal audit and control procedures to meet all situations. 
However, if you go away from this discussion period with an uncom- 
fortable feeling caused by mental activity, the meeting will not have 
been in vain. 

Let me say at the outset that while preparing for this assignment 
I referred very frequently to the N.A.C.A. literature on this topic, 
and I wish to record my appreciation of the excellent presentations 
of this important subject of internal audit and control at previous 
conventions and in the Bulletins, and to make acknowledgment to the 
authors for the interest which they have stimulated. Articles and 
discussion groups such as this have the effect of clarifying our under- 
standing and establishing accepted methods for internal audit and 
control procedures. 

According to the instructions issued to the discussion leaders by the 
Program Committee, it is expected that the sessions will open with 
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a short introductory statement by the discussion leader. My job 
as discussion leader is to raise questions rather than to answer them, 
to try to get as many as possible to contribute their experiences and 
thoughts on the subject, and to keep the ball in the fairway and out 
of the rough. For that purpose, the discussion outline distributed to 
you may help, although you need not follow it exactly. 

First of all, let us consider briefly the reasons for internal control 
and internal audit. One of the reasons is the expansion of business 
and related managerial activities. A sole proprietorship needs only 
simple methods to safeguard the owner’s investment. As the busi- 
ness increases in size and scope, managerial responsibilities are rele- 
gated to the department heads, and the need for control arises in 
order to protect not only the investors but also the individuals in the 
organization itself. As the business enterprise further spreads out, 
with its activities and plants located in various parts of the country, 
and the world, perhaps, the need for control is even further empha- 
sized. Managerial control makes use of many devices such as budgets, 
standard costs, etc. But today, we are going to concern ourselves 
in this discussion group with considering some of the “requirements 
for effective internal audit and control.” 

It seems to me that the increase in managerial activity which I have 
mentioned has caused more effective accounting information to be 
required. Therefore, there is a demand for timeliness and accuracy 
in the preparation of accounting financial and statistical data. Be- 
fore proceeding with the latter items under .the outline, let us review 
for a moment certain definitions, concepts and terminology. 

Here again we must be sure of ourselves when we discuss the vari- 
ous terms concerned with internal audit and control. Who would like 
to give me his definition of internal control in accounting parlance? 
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Discussion Outline 

REQUIREMENTS OF EFFECTIVE INTERNAL 
CONTROL AND AUDIT 


I. Consideration of the Reasons for the Impetus of the Internal 
Control and Internal Audit Function 

(a) Expansion of managerial activities. 

(b) Obligation of management to the public interest. 

(c) More effective accounting information to meet needs of modern 
business activities. 

(d) Demand for timeliness and accuracy in the preparation of ac- 
counting and statistical data. 

11. Review of Definitions, Concepts and Terminology 

(a) What does “Internal Control” mean in accounting parlance? 

(b) What does “Internal Audit” mean in accounting parlance? 

(c) References to authoritative literature. 

III. The Relationship of Internal Control and Audit to Other Func- 
tions of Business 

(a) What properly are the duties of a controller and to whom should 
he be responsible? 

(b) What properly are the duties of an internal auditor and to whom 
should he report? 

IV. Organization for Effective Internal Control 

(a) What are some of the objectives? 

(b) How may these objectives be made more effective? 

(c) What is the place of standard instructions, manuals and stand- 
ard procedures, and who should prepare them? 

V. Organization for Effective Internal Audit 

(a) Should there be a department or individual charged with the 
duty of internal auditing? 

(b) What type of personnel is required? 

(c) What attitude should the internal auditing staff assume in their 
relation to other departments? 

(d) Cite the main objectives of an effective internal audit program. 

(e) What should be the nature and frequency of reports of internal 
auditors and to whom should they be submitted? 

VI. Review of the Current Practices Involving Internal Control and 
Audit 

(a) Purchases, accounts payable and cash disbursements. 

(b) Cash receipts and accounts receivable. 

(c) Cash receipts, where important amounts of currency are collected. 

(d) Inventories. 

(e) Plant additions and replacements. 
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VII. A Few Supplementary Requisites to an Effective Internal Con- 
trol AND Audit Program 

(a) Proper application of machine accounting and other equipment 
aids. 

(b) Preservation of records and uniform procedures with respect to 
destruction of records. 

(c) Use of comparisons of unit costs. 

(d) Statement of source and application of funds prepared by internal 
auditor. 

VIII. Relationship Between Internal Auditors and Outside Auditors 

(a) How should the activities of these two groups be co-ordinated 
to assure both efficiency and economy to management? 

(b) Should the auditing programs of both internal and outside audi- 
tors be on a co-operative basis ? 

(c) What has brought about the interest of the outside auditor in 
internal auditing? 

(d) Is there not a responsibility of management to protect the certifi- 
cate of the outside auditor by means of an effective system of 
internal control and audit which meet the requirements of ac- 
cepted accounting practice? 


Terms Defined 

Allan R. Shilts (Accountant, Price, Waterhouse & Co,, New 
York, N, Y,) : I think one definition of internal control is that it is 
a system whereby one employee checks upon the work of another 
employee in the normal course of his duties. 

Chairman Dunbar: Does everyone agree with that, or would 
anyone like to amplify that definition? 

William E. Bergstrom (General Auditor, Caterpillar Tractor 
Co,, Peoria, III,) : In order to obtain a definition of internal control, 
perhaps we should attempt to determine whether there is a difference 
between the term internal check and the term internal control. In my 
opinion the definition previously advanced relates more closely to the 
term internal check rather than to the term internal control, which 
has a broader meaning. The term internal check might describe the 
functions whereby the clerical accuracy of one employee is automati- 
cally and independently checked by another, whereas the term internal 
control might include many functions not necessarily related directly 
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to accounting matters. Relating internal control to accounting mat- 
ters only, one might cite as an example the generally accepted proce- 
dure under which the mail-room, the cashier, the accounts receivable 
department and the general ledger bookkeeper, each performing inde- 
pendently their respective duties, are a part of the system of internal 
control. Under this line of reasoning it would appear that the term 
control relates to the system, and the word check to the functions 
actually carried out under that system. I will admit, however, that 
a rather fine line of distinction has been drawn in the definition of the 
two terms. 

Chairman Dunbar: Does anyone else wish to say a word on 
the definition of these terms — ^internal control and audit? 

Earl A. Green {Chief Auditor, Armstrong Cork Co,, Lancaster, 
Pa ,) : I wonder whether internal control could not be exemplified 
by the sort of arrangement under which your billing section prepares 
a control of its billings for the day, and the accounts receivable de- 
partment, after summarizing, checks to make sure that they put the 
same total amount on the books. You have correlated the work of 
those two departments — ^the billing department and the accounts re- 
ceivable department. That is a form of control, and part of the 
whole general picture. 

Chairman Dunbar: Would you distinguish between the audit 
and control function? 

Mr. Green : The audit begins where your accounting leaves off. 
Internal auditing is a check, made by the internal audit staff, of the 
accounting activities throughout the company. Internal auditing 
may mean a check of the work of an entire section or a spot-check 
of the work of that particular section. Internal auditing is a much 
broader field today than it has ever been before. We are doing 
a great deal more checking into the various phases of accounting 
work and even going beyond that and checking matters such as con- 
tracts by the sales department, seeing that they comply with state 
laws, that our tax bills are being properly paid, that the various 
types of Social Security tax regulations, for example, are being 
complied with, and also that state laws are being complied with — 
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many things of a nature that the internal auditors in the past did not 
generally go into. There is a more widespread coverage of company 
functions today in internal auditing than there has ever been before, 
due in some measure, perhaps, to the McKesson & Robbins case of 
several years ago. 

I believe the internal auditors today include among their functions, 
more than ever before, the audits of inventories and accounts receiv- 
able, which formerly were touched upon very lightly, if at all, in many 
cases. For example, they now confirm accounts receivable with 
customers — a function of the internal auditing staff which was sel- 
dom exercised before. The internal auditing staff is going out to the 
various branches and the factories and checking the inventories, not 
only as to the physical existence, but also as to their degree of 
serviceability and availability. In other words, the factor of ob- 
solescence enters into the value of those inventories. In general it 
might be said that anything which has to do with the interest of the 
company for which the internal auditing staff works, an3rthing which 
comes to light through normal observation, is a part of the internal 
auditor’s function, regardless of what phase of the company activity 
he goes into — selling, general administration, accounting or whatever 
it might be. 

Charles H. Towns {Partner, Loomis, Suffern & Fernald, New 
York, N. Y,) : I am not going to attempt to give a technical defini- 
tion, but it seems to me that in thinking of internal control, we 
should go a little beyond the accounts themselves, and think in terms 
of carrying on to the management the information that is necessary, 
in such form as to be understandable and reliable, to aid in their 
control of the business operations. 

Mr. Bergstrom : In a discussion of internal auditing, we should 
recognize two phases of internal auditing, namely, pre-auditing and 
post-auditing. The best example of what I consider a pre-audit is 
the examination of a voucher and the supporting documents before 
the check in payment thereof is written. In this type of pre-audit 
the internal auditor should satisfy himself generally that the dis- 
bursement is in order, that the material has been received or that 
the services have been rendered, that the clerical accuracy of the 
invoice has been verified, and that the functions of the receiving 
department, the inspection department, the purchasing department 
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and any other departments involved have all been carried out. A 
good example of a post-audit in internal auditing is the bank recon- 
ciliation, effected, of course, by individuals not directly concerned 
with the preparation or the distribution of checks. Another example 
may be the independent confirmation of receivables by means of direct 
correspondence with the debtors by the internal auditing department. 
Detailed audits made by public accountants must, except in rare in- 
stances, be post-audits. The results obtained from post-audits are, 
of course, invaluable, but, as we will all recognize, are sometimes 
obtained too late to be of immediate material assistance, resulting 
in the door being locked after the horse is stolen. 

Chairman Dunbar : If you have no objection, I should like to 
read the definition of internal check prepared by the American In- 
stitute of Accountants’ Committee on Terminology. It is ‘^a system 
under which the accounting methods and details of an establishment 
are so laid out that the accounts and procedures are not under the 
absolute and independent control of any one person — ^that, on the 
contrary, the work of one employee is complementary to another — 
and that a continuous audit of the business is made by the em- 
ployees.” 

On internal audit, the Committee says that ''the term refers to an 
audit made by members of the staff of the concern audited. Fre- 
quently, 'staff auditors’, ‘traveling auditors’ or ‘iiispectors’ are em- 
ployed to make continuous or periodical audits of some or all of the 
transactions. The scope is not definitive, and their work is fre- 
quently supplemented by examinations made by public accountants.” 
Incidentally, there is a recent article on this subject which covers it 
extremely well, I believe. I appears in Section I of the May IS, 
1941 Bulletin: “Internal Audit: Fundamentals” and is written by 
Arnold O. Wolf. It is a very interesting paper, and ends with a 
series of well-classified questions which any internal auditor may well 
ask himself. 

Another fine article is presented in the form of a fifty-page pam- 
phlet written by Dr. M. E. Murphy, with an introduction by Pro- 
fessor Walker of the Harvard Graduate School of Business Adminis- 
tration. It is entitled “Internal Check and Control for Small 
Companies,” and I recommend it to you highly. It is published by 
the Public Affairs Press of Washington, D. C. 

Still another good article entitled “Punched Card Accounting from 
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the Audit Viewpoint,” by Leon E. Vannais, was published in the 
Journal of Accountancy for September and October, 1940. Some 
of you may be interested in that phase of the subject. 

The next topic for discussion is the relationship of internal control 
and audit to other functions. What, properly, are the duties of a 
controller and to whom should he be responsible? Would someone 
like to discuss the duties of the controller and whether or not he 
should accept all the responsibility for this program of internal audit 
and control? 


Relation to Other Functions 

Harris R. Symes {Auditor, The Detroit Edison Co., Detroit, 
Mich.) : We have made some recent changes along that line in our 
company. Previously, general accounting and cost accounting were 
carried on under the direction of what might be termed our con- 
troller. The internal auditor reported to the controller. However, 
beginning with the first of this year, the internal auditor was taken 
out from under the controller’s direction and he now reports to the 
president and to an audit committee of the board of directors. 

The reason for this was mainly that the management felt that an 
internal audit staff should not be subject to any regulations that 
might come from the controller’s office, but that the auditor should 
render a free and unbiased internal audit of the accounting pro- 
cedures. 

I would like to see a showing of hands or have some opinion on that 
subject because we have been quite interested in it. 

Chairman Dunbar: Before we do that, is there anybody who 
would like to discuss this subject a little further? 

Lyle C. Bollinger {Controller, Ideal Roller & Mfg. Co., Chicago, 
III.) : Mr. Chairman, I would say that for a very large company the 
gentleman is probably right because you have a large personnel. 
However, in the case of a smaller company you will have a smaller 
personnel and fewer accountants. In that case the controller may 
also be the general auditor and will make internal audits with the 
assistance of an accountant in the department. 

Taking all companies as a whole, I think you will find that in most 
cases successful internal auditing control can be obtained by having 
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the general auditor reporting to the controller, with the controller 
reporting directly to the president and board of directors. It seems 
to me that the controller’s function should be what the name implies, 
and certainly internal auditing would be controlling accounting 
functions. 

Chairman Dunbar; Does anyone differ with Mr. Bollinger? 
It has been suggested that we have a show of hands. First, let me 
ask Mr. Symes to repeat the question for us. 

Mr. Symes: Let’s put it this way: Should the internal auditor 
report to the controller? 

Chairman Dunbar ; How many agree that the internal auditor 
should be responsible to the controller? (About 20) How many 
think he should be independent and report to some other ofEcial? 
(About IS) There are a great number who did not express any 
opinion. 

Francis A. Paquin {Auditor, Firestone Rubber Co., Fall River, 
Mass.) : Mr. Chairman, I am neutral. I think that there are too 
many var)dng factors involved to say definitely to whom the internal 
auditor should report. I think that in some companies the internal 
auditor should report to the president or to the board, but in other 
companies he should report to the controller. I believe that it could 
be either way. It depends on each individual case. 

J. Arthur Marvin {Partner, F. W. Lafrentz & Co., New York, 
N. F.) : Mr. Chairman, I think that you are going to find that each 
individual case must be studied in order to determine which is best 
for each particular company, I don’t think that you can lay down 
any fast rule for the development of an internal auditing staff, or say 
that the controller should be responsible for all the activities of the 
accounting and auditing division. It seems to me that each one of the 
gentlemen here would have to study his individual problem and 
present to his board of directors or the officers that method which 
would best suit their needs. It is evident from your vote here that 
there is a wide difference of opinion, and that is going to continue 
in the N.A.C.A. for many years to come. 
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Mr. Green: Mr. Dunbar, I am inclined to agree with the last 
speaker. I believe that a survey of the management’s attitude and 
setup as well as the definition of the duties of the controller of a 
particular company, might enter very heavily into tliat particular 
question and determine very largely the final answer to it. 

I would also like to inject a thought here with respect to the duties 
of the controller. I feel that under present-day conditions, the con- 
troller should be an officer of the company and a member of the 
executive committee and that he should report directly to the presi- 
dent of the company. 

Chairman Dunbar : Would you include the idea that the internal 
auditor should report to the controller? 

Mr. Green: Not necessarily. It depends entirely on the type 
of management you have in your organization, the attitude of that 
management and what the responsibilities of the controller really 
are. There are a great many men in industry who have the title 
of controller — ^some of them are doing an auditing job while others 
are doing an officer’s job. It would depend very largely on the 
particular situation. It is very difficult to make a general statement. 

Calvin A. Nichols {Controller & Assistant Treasurer^ American 
Meter Co., New York, N. 7.) : Mr. Dunbar, I don’t think it is 
possible to lay down any hard and fast rule. It seems from what 
I have read and heard that one of the things that just isn’t cricket 
is for the controller to be allied in any way with the treasurer’s de- 
partment. 

In our particular company, the controller is assistant treasurer also, 
with his duties rather evenly divided between the two offices. In 
addition, his reports on internal auditing are all directed to the 
treasurer. Despite that fact, there have been no handicaps or ob- 
stacles placed in his way. and any recommendations made that have 
been worth while have had the wholehearted support of the manage- 
ment. 

Mr. Paquin: May I ask Mr. Nichols how often an outside 
auditor comes in to check the books? 

Mr. Nichols: We have a very sketchy annual outside audit. 
Our company operates in a decentralized manner, with the factories 
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paying all of their own operating expenses, doing all of their own 
billing and collecting all of their own accounts. The general books, 
therefore, are based largely on reports from the factories. The out- 
side auditors do not check the factories. They check only the gen- 
eral books. The responsibility for auditing the books of the factories 
is entirely in the hands of the controller. 

Chairman Dunbar: In that case, does the certificate of the 
outside auditors state those facts ? 

Mr. Nichols: It could hardly be classed as a certificate. It is 
merely a statement that they have done certain work in connec- 
tion with the general books of the company. 

Mr. Green : Mr. Chairman, since the treasurer of the company 
is its financial officer, having to do in particular with the disburse- 
ment of funds, I do not believe that the auditor should report to the 
treasurer. I feel that he should report to either the president or 
the controller. 

Mr. Marvin; Referring back to the remark that Mr. Nichols 
made with respect to a sketchy outside audit, I would assume they 
must require a very efficient internal control on the expenditures of 
the factory; that is, that the internal auditing staff had proven itself 
to be extremely effective. I would like to ask if that is so, and if the 
internal auditing staff is well developed? 

Mr. Nichols : We think it is fairly well developed. We are not 
entirely satisfied with it, and are constantly studying our methods 
and procedures in an attempt to better them. Frankly, we are con- 
templating right now having one of our factories audited by outside 
accountants as a check on our own work. Incidentally, they have 
reviewed our procedure very carefully. They have made one or two 
suggestions which we have incorporated in our work. The results 
so far, at least, have borne out the fact that we apparently have 
things pretty well under control. 

Emory A. Austin {General Auditor, Hammermill Paper Co,, 
Erie, Pa.): I would like to ask the gentleman whether his company 
is listed on one of the exchanges, and therefore is reporting under 
SEC regulations? 
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Mr. Nichols: I think the answer to that is obviously “No.” 
Our stock is traded on the Curb on an unlisted basis. 

Howard A. Giddings (Staff, Leach, Rindfleisch & Scott, Rich- 
mond, Va.) : I would like to pose this as a theoretical line-up of 
organization : The controller would be responsible for the develop- 
ment of all office routine and procedure, and for supervision over 
the collecting, compiling, and presentation of all accounting informa- 
tion, that is, for the actual execution and performance of those func- 
tions, headed up under the treasurer. Also reporting to the treasurer 
would be the internal audit division, which would check on the 
work of the several departments under the controller, and in some 
instances, on the work of some other departments not under the 
controller. Since the controller has charge of performance, I think 
it would be quite illogical to have him check his own work, although 
both he and the man responsible for the internal audit are connected 
with the financial division of the business and should both report to 
the treasurer. I propose that as a theoretical setup because I think 
Mr. Marvin has very clearly pointed out that there would be varia- 
tions in every industry, 

Thomas E. Hurns (Assistant Secretary, Detroit Edison Co., De- 
troit, Mich.) : I think Mr. Giddings has given an excellent definition 
of the duties of a controller and also of an internal auditor, but I 
think he should have them reporting, not to the treasurer, but each 
one of them to the president or the general manager. 

Chairman Dunbar : It is evident that there is still a difference 
of opinion as to the proper relationship between the various staff 
officers and what their functions should be, particularly the relation- 
ship between the internal auditor and the top accounting official, 
whether he be termed a controller, an assistant treasurer, chief ac- 
countant, chief auditor, or what have you. We will pass along and 
see if we can’t thrash out some of these things a bit when we get 
further into the outline. 

Standard Instructions, Procedures and Manuals 

Chairman Dunbar : In organizing for effective internal control, 
what are some of the objectives and how may those objectives best 
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be attained? I have in mind, when I speak of internal control, the 
all-embracing layout, so to speak, of the plan and specification for 
operation of the business functions into which the accounting and 
internal audit must fit and become an integral part. 

Does anybody wish to comment on what they are doing with regard 
to plans and procedures for internal control? To what extent, if any, 
are such procedures set forth in manuals or standard instructions, and 
by whom, if anyone, are such manuals or instructions prepared? 

Mr. Bergstrom: Our internal audit program for regular or 
intermittent reviews and test checks is formulated and developed by 
the company’s (internal) auditor and becomes effective when ap- 
proved by the controller. The program is also submitted to the 
company’s independent public accountants so that they may become 
familiar with the scope of the internal audit and be in a position to 
suggest any modifications which they may consider desirable. 

In addition to the routine or periodic examinations prescribed in 
the program, special investigations are undertaken by the internal 
audit division. These investigations may be requested by the con- 
troller or any other official of the company. Instructions regarding 
the scope and conduct of such investigations are issued by the general 
auditor after consultation with the controller and other interested 
officials. 

Mr. Green : May I carry that just a step further ? Under present- 
day conditions, I believe the auditing program can best be developed 
by having it reviewed and approved both by the controller and 
by the outside auditors. By obtaining the benefit of the diversified 
experience of the outside auditors and developing the program in line 
with their thoughts and suggestions, plus those of the controller, we 
insure a better auditing program, which will result in more complete 
and widespread coverage for the company. 

Chairman Dunbar : I think we should first discuss the internal 
control setup rather than the internal auditing features. A company 
or corporation usually has a set of by-laws, or rules and regulations 
which form the basis for its organization and operation. It depart- 
mentalizes the functions of management, under which all its activities 
function. Developing that thought further, certain procedures are 
devised to co-ordinate the workings of the business. Finally, we 
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build up accounting procedures to supplement those rules and regula- 
tions. That, in my opinion, is where internal control is established. 
Who develops these procedures in your company, Mr. Green? 

Mr. Green : In the Armstrong Cork Co. the controller’s depart- 
ment is responsible for the preparation of the accounting manual, 
which covers all the various accounting functions. The audit manual 
is drawn up by the chief auditor, with the approval of the controller, 
and also, as I said, with the initial approval of the outside auditors. 
I believe that there is one thing that we can well afford to do in all 
accounting departments, and that is to have each accounting super- 
visor prepare in writing a working program of the functions and 
procedures under his immediate supervision so that he knows what 
his full responsibility is, how far it goes, and what fields it delves 
into; in other words, it provides a working picture of what he is 
really responsible for. 

Beyond that, every person in his department should write out his 
conception of what his job really is and turn it over to his superior, 
who, in turn, edits it and develops a real working program for his 
particular accounting section. The program, in turn, if reviewed by 
the controller, can contribute to the accounting manual, to weld to- 
gether a more effective set of accounting instructions. 

Chairman Dunbar : That is just the thought that I am trying 
to convey here — ^the distinction between the two terms, internal con- 
trol and internal audit. In other words, Mr. Green has outlined how 
they set the foundation and lay out their plan of internal control 
procedure. It is probably developed and established by the higher 
supervisory group and adopted after consultation with the outside 
public accountants. We are now considering the method of getting 
the routines organized under which the business will function smoothly. 
Probably after giving some thought to this phase, we might then 
consider the organization setup from the standpoint of personnel. 
But let us discuss now accounting instructions, manuals and proce- 
dures, how they are developed and adopted. Has anybody anything 
to offer on this topic? 

Sten G. Nyberg {Controller, Graton & Knight Co,, Worcester, 
Mass,) : I think it might be well to find out whether there are many 
companies represented here that have well-defined programs for insti- 
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tuting changes. It seems to me that in the smaller-sized, or medium- 
sized companies, many of these procedures and practices develop like 
Topsy and are not necessarily put down in writing ; yet, they have the 
force and eflFect of a written manual. One of the reasons to which 
I ascribe the lack of discussion on this particular subject is that many 
of us do not have written manuals but develop procedure as we go 
along. 

In one particular instance, we merely revised the procedure for 
handling the bank statements of branches so that they came to the 
home office instead of the branches. That was an internal control 
change that did not find its way into a manual, because as a matter 
of fact, we have no manual. I wonder if that is not a point to be noted 
before we consider accounting manuals. 

Chairman Dunbar; Let us have a show of hands first, to see 
how many we have here from industrial companies. (About 50) 
Those from public practice. (About 15) 

Now, having in mind the group that are in industrial practice, 
could we have a show of hands on Mr. Nyberg’s question of how 
many have accounting manuals or standard procedures with respect 
to accounting? (About 30) How many do not have these detailed 
procedures ? (About 20) As Mr. Nyberg pointed out, certain pro- 
cedures are adopted without being put in black and white, and they 
probably go along very well while the particular personnel are en- 
gaged in the routine; however, when you change the routine, you 
sometimes have difficulty. 

I think that one of our responsibilities is to institute the policy of 
black and white routines and accounting manuals, in order to lessen 
misunderstandings between the internal accountant and the outside 
accountant, if we may use those terms. 

Mr. Marvin: Mr. Chairman, I would like to see a little more 
emphasis placed on the necessity for building up routines. While 
you have that show of hands, I would like to have that point recorded. 

Chairman Dunbar; It has been taken down, Mr. Marvin, and 
that is what I am trying to develop here, a little more interest in this 
subject, which I think is of real importance at this time, particularly 
in the light of the events of the past few years. 
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What I am trying to do here is to stimulate a more lively interest 
in the relationship between the accountant in business and the public 
accountant who comes in on an audit. They ought to get together 
more often, say in the oflF-season, and discuss these routines before 
they are adopted. That is one way of avoiding any misunderstanding 
with respect to internal audit and control procedure. Does anyone 
wish to comment further on this ? 

Peter H. Flanigan, Jr. {Internal Auditor, General Electric Co,, 
Schenectady, N, Y,) : I rather feel that it is the duty of the outside 
auditor, after he finishes his examination, to make such recommenda- 
tions as to future procedures within the company as he feels are desir- 
able, and then if the officials of the company do not see fit to follow 
his suggestions, that is their prerogative and responsibility, but at 
least I feel that the recommendation is part of his job. When he is 
called in to examine the books, if he finds that the procedures are 
either not furnishing sufficient information or that the information 
available is not suitable for him to decide whether or not the account- 
ing policies are being satisfactorily followed, it is his job to make 
recommendations either to the accounting officials or the officials of 
the company, as to what changes he would advise. I would like to get 
somebody else’s opinion if I am in error on that. 

Mr. Marvin : I think the gentleman is absolutely right, and there 
is no question about that. The only difficulty arises in this — ^that the 
development of those procedures takes time. The man who is best 
able to develop the procedures is the head of the accounting depart- 
ment, whether he be called controller or general auditor. 

While the recommendations can come from the outside accountant, 
I should think, if I were a controller, I would take the initiative and 
see that I had my procedures prescribed and my internal control 
recorded in a manual. It gives the outside accountant a lot of help 
and saves a lot of his time because he knows what duties should 
be performed under the routine and he can check up readily, but 
if he must constantly go to the controller to ask about the routine and 
there is nothing in writing to guide him, why, then it just takes more 
time and costs the client more money. I think that is what you must 
consider. It is an important phase of the public accountant’s duty 
today. 
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Chairman Dunbar: How many of the industrial accountants 
here would like to discuss that point with Mr. Marvin, inasmuch as 
the vote indicates that some of you may have been a little bit remiss in 
not getting your procedures in the shape in which they should be and 
in which the public accountant would like to see them ? How about 
it, industrial accountants ? Can you give us some of the reasons why 
you have not developed this phase of internal control a little more 
than you have to date? 

Sherman M. Chandler {Plant Accountant, Combustion Engi- 
neering Co,, Inc,, New York, N, F.) : Mr. Chairman, I believe that 
it is not so much a matter of not having developed the routine control ; 
it is just a case of laxity in not having recorded it in written form. 
We have all, more or less, in one way or another, developed proce- 
dures, but we have not laid them down definitely in the form of a 
manual. 

Mr. Bergstrom: In my opinion the present emergency empha- 
sizes the need for written procedures, whether written for the guid- 
ance of the internal auditing department or for any other department, 
because, as the volume of work imposed by the defense emergency 
taxes the personnel and equipment of the office departments to the 
limits of their capacity, there may be a tendency to take short cuts 
which seem harmless and desirable at the time, but which may even- 
tually prove disastrous. This tendency would be curbed where rigid 
adherence to a written procedure is maintained, but would be ex- 
tremely difficult to control where instructions are oral and unrecorded. 
Revisions in the original written procedure to provide for short cuts 
during temporary emergencies should be made, when considered ab- 
solutely necessary, only after approval by all responsible officials 
having an interest in the possible risks arising from curtailment of 
the program. 

Mr. Green: I should like to inject another thought here. Through 
the use of working instructions, accounting manuals and definite 
written programs for internal audit, you will find that there is a 
possibility for reduction of your auditing fee, because you elim- 
inate some of the time the auditors have to take under average 
conditions. 
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James F. Cullen {Auditor, Hood Rubber Co., Inc., Watertown, 
Mass.) : I would like to get back to Mr. Nyberg's remarks with which 
I fully agree. In the course of time, an organization builds up a 
procedure that may be backed up by a series of letters or written 
instructions which, if you took time to review and study and write up 
in a final fashion, might produce surprising results. It is the same sort 
of thing that might happen if you tried to write an article for the 
N.A.C.A. Bulletin on some aspett of your company’s practice. When 
you attempt to put it down in black and white you begin to find out 
what your organization is doing, and sometimes you are very much 
surprised. For that reason, in addition to all the other reasons, I 
would be in favor of building up an accounting manual as a very 
important requirement of any organization, large or small. 

Chairman Dunbar : Thank you. If I may state this in summary, 
I think that we all agree that we should do a little more work with 
respect to putting into writing some of these procedures that we have 
had in letter or memorandum forms, in other words, prepare adequate 
accounting instructions, procedures or manuals. 

Mr. Austin : I think that some of us realize that we ought to do 
these things, or would like to do them, but we also realize that some 
of our routines are not perfect. I think the emphasis should be put 
on perfecting the routines, if there is a question of time and expense 
involved, before we merely write something down so that the public 
accountants can check what we think we are doing. 

Mr. Marvin : I should like to challenge one statement there, about 
letting the public accountants know what we are doing. The point 
that I think is important is that you have something in writing with 
which you can check your own routine from time to time. 

It seems to me that the most important thing of all is to establish 
some method of reviewing your own routines, so that when you come 
to a point where you are not satisfied with the operation, you can 
check it step by step and then place the responsibility on the person 
who does not perform according to routine. That, I think, is the 
danger of not having a written routine. Somebody will say, "I didn’t 
know anything about that,” but if he has the routine on his desk ai^d 
he does not perform, you immediately point to it and say, "Why didn’t 



146 


SESSION II 


you?’* You place responsibility specifically within your organization 
by virtue of these written routines. 

Mr. Austin : I agree thoroughly with Mr. Marvin, but I merely 
want to place emphasis on the fact that with all the work that has to 
be done, if you do not have time to do everything, the improvement 
of procedures should come first. 

Organization for Effective Internal Audit 

Chairman Dunbar : Passing on to the term, ‘"effective internal 
audit,** we will assume that we have the manuals in good shape and 
that they meet the necessary requirements of both the outside account- 
ants and ourselves. Should there be a department or individual 
charged with the duty of internal auditing? We have touched on 
that a bit. What type of personnel is required? What attitude 
should the internal auditing staff assume in their relation to other 
departments? What are the main objectives of an effective internal 
audit program ? And last, what should be the nature and frequency 
of reports of internal auditors, and to whom should they be sub- 
mitted ? 

I should like to have some discussion on these questions. 

Mr. Paquin : Mr. Chairman, I should like to make a suggestion. 
There is no question but that we shall run short of time, and I should 
like to hear a discussion of current practice, item 6 on your outline, 
which is very important, and spend less time on the organization 
phase of the subject. 

Chairman Dunbar : It is your meeting. Does anyone have any- 
thing to say on organization? Perhaps we can pass that up. 

Mr. Austin : May I suggest that you summarize what has already 
been said on this point ? 

Chairman Dunbar: Well, I will try to summarize it, supple- 
menting the remarks with my own opinions. It will depend, as we 
have already agreed, on the size of the business, whether or not there 
should be a separate department or individual charged with the duty 
of internal auditing. I think the better way is to have a department 
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or individual charged with the duty of internal auditing, but the size 
of the department is another question. If one cannot have an internal 
auditing department, it may be possible to assign an individual or two 
to look after this function on part or full time. I think in the smaller- 
sized companies, generally, they would have, in addition, other re- 
sponsibilities. I think that this was very well covered in the article 
by Mr. Wolf, to which I referred previously. 

Of course, the choosing of the proper personnel is very important. 
You should emphasize the use of tact to those engaged in this t3q)e 
of work. That is an important characteristic when dealing with other 
people, especially when auditing their work. I think we ought to 
adopt some of the methods of training personnel practiced by the out- 
side public accountants and insist that those engaged in the work of 
internal auditing conduct themselves accordingly, because, after all, 
the internal auditor is charged with a responsibility, to perform to the 
best of his ability, a function of management. Effective internal 
auditing, we realize, has been stressed in recent years. Let us assume 
the attitude consistent with the responsibility. 

Under some of the main objectives of an effective internal audit- 
ing program, I should say that the internal auditor or his department 
should see that the accounting procedures and/or manual as adopted 
by the company are carried out in actual, everyday practice, not by 
any superficial tests, but by actually conducting a well planned audit- 
ing program. 

This should, of course, be tied in with the outside independent 
audit, thus utilizing the time and services of the independent public 
accountant to the best advantage. The internal auditor should prepare 
his reports and working papers for easy reference by independent 
public accountants, and should attempt to conform as nearly as pos- 
sible to those standards by which the public accountant develops his 
working papers. 


Current Practices 

Chairman Dunbar: Does anyone wish to comment on anything 
I have said? If not, we will proceed with a review of some current 
practices, “how we do it,” concerning the methods of internal control 
and audit. Listed on the outline are four or five items. The first is 
“Purchases, accounts payable and cash disbursements.” In connec- 
tion with that, I wish to start the discussion by referring to the 
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N.A.C.A. Year Book for 1936 in which Charles W. Tucker stated, 
with respect to disbursements, “A properly conceived set of ‘Dis- 
bursement Regulations/ setting forth in detail all possible types of 
expenditures, and indicating clearly the approvals required before 
cash may be disbursed, will, if rigidly adhered to by the accounts 
payable and internal auditing departments, prove to be one of the 
most valuable pieces of administrative mechanics in use anywhere in 
business.” I think that is a very fine statement. 

Mr. Bergstrom : I would like to know how the internal auditing 
department can satisfy itself that the company is not paying more 
than necessary for material or more than a comparable purchaser or 
competitor. 

Mr. Austin: It seems to me that is the function of the pur- 
chasing department, not the accounting department. 

Mr. Bergstrom : Isn’t it a proper function of the internal audit- 
ing division? 

Mr. Green : I agree with the statement that it is the function of 
the internal auditing section. One way, possibly, of handling it would 
be to contact other firms. If you are buying cartons, for example, 
secure quotations from firms who are selling cartons to see if your 
purchasing agent is paying too much, and there exists the possibility 
of his getting a cut from the vendor. 

Chairman Dunbar : Wouldn’t your purchasing procedures con- 
tain some reference with respect to how you should examine the bids 
on items that you have in mind? 

Mr. Bergstrom: How can we determine that the prices which 
are being bid are not being padded? 

Mr. Symes : In our company we have been pondering this same 
problem and, as a matter of fact, we have not as yet found a solution 
to it. However, the internal purchasing procedure calls for the buyer 
submitting bids to his supervisor for approval. Large orders are 
generally purchased on a competitive basis and the buyer must submit 
to his supervisor a summary sheet showing the different bids ob- 
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tained and the reasons for his selection of certain items or certain 
vendors. After the purchases have been made, records are compiled 
by the purchasing department showing the price, vendor, etc., of each 
item purchased. 

These are matters of record that an internal auditor or an inde- 
pendent auditor can refer to, checking the prices of purchases with 
similar items from other firms. But as to whether the purchasing 
agent or the buyer is receiving rebates, I don’t know how you could 
check on that. If anybody has a solution, I would like to hear it. 

Mr. Bergstrom : I doubt very much whether other purchasers, 
particularly competitors, would care to divulge the prices they pay 
for certain material, as such information is usually held very confi- 
dential. The suggestion that prices be checked in this manner is 
therefore impracticable, in my opinion, under normal circumstances. 

Chairman Dunbar: Is this item of materials something that 
would be used by a specific department? 

Mr. Bergstrom : Let us say that it was for the factory. 

Chairman Dunbar: The factory, then, would specify the type 
of material desired. Is it the practice in your company for the pur- 
chasing department to get several prices on that material? 

Mr. Bergstrom : Yes. 

Chairman Dunbar: And are samples submitted to the depart- 
ment heads for approval before the purchase order is placed? 

Mr. Bergstrom : They may be. 

Mr. Giddings : I think that is one of the most difficult things to 
deal with in the whole range of auditing, and if there is any method 
that has ever been developed for adequately checking on that point, 
I would like very much to hear of it. 

I have never heard of anyone who had a foolproof method, but 
I am inclined to think that something that could be done is for the 
controller or his representative to keep an eye on the purchases, quietly 
and carefully. For example, if he notices that the purchasing depart- 
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ment is purchasing a certain class of supply almost exclusively from 
one supplier, that is a red flag to him to look into the matter and see 
whether or not there is collusion. There are other means which he 
might use based upon his own individual methods, observation and 
study. 

Chairman Dunbar : Could we have a show of hands from the 
industrial men present on whether or not the accounting department 
in its internal auditing program has as a function the checking of 
bids obtained by the purchasing department? How many say “Yes”? 
(About 8) How many, “No”? (A majority) Well, I guess the 
purchasing agents are in the driver’s seat. Here is a problem for the 
internal auditor to solve. 

Albert J. Buckenmyer (Assistant Secretary-Treasurer, Surface 
Combustion Corp,, Toledo, Ohio) : I just want to add that there might 
be some additional complications when you are dealing with a custom- 
built product where you have specifications originate for the most 
part in the engineering department rather than in the purchasing 
department. 

Chairman Dunbar : Yes, that is true. 

Mr, Marvin : This gentleman has one of the most difficult prob- 
lems of the accounting division. There are some industries — I have 
in mind one or two — ^where the controller’s department does keep a 
record of prices from month to month, so that they have some basis 
of comparison on each type of material purchased regularly. 

Another way of checking, particularly on larger materials, is that 
your engineering department, in making up its specifications for 
larger repairs and new construction parts, generally has available the 
base prices for the materials to be used, and certainly, if the purchas- 
ing department’s figures go beyond what the engineering department 
says they should be, it should be referred back to the engineering 
department or the controller’s department for investigation. You can 
keep a fairly accurate check on the larger additions and betterments, 
by virtue of that method. 


Mr. Shilts : As far as your basis for pricing materials is con- 
cerned, one always has access to trade journals and newspapers. This 



INTERNAL AUDIT 


151 


applies particularly to metals, various kinds of silk and commodities 
of that type. You can get that information from the trade journals 
and also from the newspapers, and you can also get catalogs of 
machinery parts which can give you some idea of the right prices. 

James A, Shanahan (^Public Accountant, Manchester, N. H.) : 
I think that question is particularly acute where the purchasing is 
decentralized. I have one case in mind where the purchasing agents 
in each plant are required to send their prices or bids to a central 
organization which checks them. That acts as a sort of internal audit 
in itself. 

Chairman Dunbar : That is a good point. 

Alfred E. Sieg (Cost Accountant, Federal Mogul Corp,, Detroit, 
Mich.) : I might bring out the point that in large purchases of raw 
materials, our purchasing agent usually takes it up with the treasurer 
before there is any purchase made at all. They go over the prices 
and at the same time establish the quality and quantity of material 
that they are going to order. 

William M. Trant (Secretary and Treasurer, Holly Sugar Corp,, 
Colorado Springs, Colo.) : I think that there is not so much need for 
worry now as there used to be before the Robinson-Patman Act was 
passed because under that Act both the receiver of the rebate and the 
giver are subject to prosecution. 

Chairman Dunbar: Do we wish to discuss anything further 
under the title of cash receipts and accounts receivable? Is there 
an3^hing that you want to get off your mind? 

Ernest A. Davis (Manager, Sales Accountmg Dept., Pitney-Bowes 
Postage Meter Co., Stamford, Conn.) : I would like to ask if there 
is anyone present who feels that his company, through an internal 
audit program, is actually saving money? Are your total auditing 
costs less ; are you getting an internal audit which the outside auditors 
will accept and incorporate in their reports without elaborate check- 
ing? In other words, in a company without an internal auditing 
department, would we save money or spend more money if we added 
the internal auditing function? 
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Chairman Dunbar : I should say that you would have to analyze 
the particular set of circumstances. The question of whether you 
should or should not, I think, depends entirely on what benefit you 
are going to receive out of it. I think that is a case where each situa- 
tion must be analyzed by itself. 

Mr. Davis : Perhaps I did not make myself clear. I think that 
I did have a question that might be answered from the floor, and that 
is whether anyone present feels that having an internal audit has 
reduced the expense of the necessary external audit ? 

Chairman Dunbar : I wonder if you would mind holding your 
question until we get to the place in the outline dealing with the 
relationship between the external and the internal auditor, when we 
will take that up. We are discussing now methods for internally 
auditing cash receipts and accounts receivable. 

I would like to throw out as another quotation from the 1936 Year 
Book a statement from Charles Tucker’s paper. He said : sale is 

not completed until the money is in the till. From a strictly technical 
accounting and legal standpoint, I know such a statement is inaccu- 
rate ; but from a profitable business control viewpoint, there is a lot 
to be said in its favor.” How many agree with that statement of 
Charlie Tucker’s ? In other words, is it the accountant’s function to 
follow the transaction through? It is not simply a matter of record- 
ing the sale on the books, but the proper and full collection of it is 
also our responsibility. 

The next two items are cash receipts and inventories. Has any- 
body any thoughts on these subjects? 

Mr. Bergstrom: Our internal auditing division, assisted by 
members of the accounting department, has for some years past made 
comprehensive tests of the accuracy of the counts made by the fac- 
tory inventory counters. A relatively small percentage of the test 
recounts are made in the presence of representatives of our public 
accountants. Their observance of the execution of the prescribed 
inventory-taking procedures, together with a detailed report on the 
results of the recounts made by the internal auditing staff, has enabled 
them to arrive at conclusions regarding the accuracy of the physical 
counts with comparatively little direct checking being done by their 
representatives. 
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Chairman Dunbar : Let us analyze this problem of inventories 
from the audit and control standpoint. First, how many companies 
represented here take a physical inventory annually at a set day? 
(About 30) How many companies take an inventory by continu- 
ously checking a certain part of the stock every month, dispensing 
with the annual inventory at a set date? (About 6 or 7) I guess we 
are in the minority. 

Mr. Green: Isn’t it true that some companies will do both? It 
depends on the circumstances. I know we do. We take monthly, 
semi-annual, and yearly inventories, but we also have the continuous 
check method in use, depending upon the particular circumstances 
involved. 

Chairman Dunbar: What I am leading up to is this question: 
When the independent public accountant comes in at the end of the 
fiscal year he either observes the taking of the physical inventory or 
takes the figures and facts from the records and test-checks them. 
But what about the inventory which is continuously checked? In the 
cases where this plan is followed, does the independent public account- 
ant accept the figures and facts presented to him by the internal 
auditor? 

Mr. Hurns: In our case the outside auditor does not take a 
physical inventory, but checks a substantial portion of the charges 
and credits to our inventory records and observes the physical inven- 
tory taken by our employees. The outside auditors also test-check 
certain items in the physical inventory. 

Mr. Green : In the case of finished stock, we endeavor wherever 
possible to run a system of continuous check throughout the year, 
marking the inventory record in some manner to show which items 
have been physically checked and what the result was. When the 
outside auditor comes in at the end of the year, he puts in only a frac- 
tion of the time in reviewing inventories, that would be necessary 
without the system of continuous dieck. 

Chairman Dunbar: Do I understand that in addition to the 
continuous check you take an inventory at the end of the year? 
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Mr. Green : We use both methods in our company, depending, 
of course, on the ability to measure or control the various items of 
raw material, work in process and finished stock, but we do not take 
physical inventories of those items for which there is in effect a 
system of continuous physical check unless such inventories are felt 
to have been given insufficient coverage during the year. 

Thomas H. Buckley {Auditor, Public Service Co. of New Hamp-- 
shire, Manchester, N. H.) : Each year our outside accountants check 
the inventories at different points in our system. They go to different 
parts of the storeroom each year and inventory both operating and 
resale supplies themselves. For the rest, they examine the Company’s 
inventory and any adjustments we have made in them. 

Supplementary Requisites to Effective Control 

Chairman Dunbar : We will pass along now to the next point. 
I would like to get some reaction to those items with reference to 
supplementary requisites to an effective internal control and audit 
program. The first is the proper application of machine accounting 
and other equipment aids. Just to offer a point for discussion, I 
would suggest that machine accounting offers great possibilities for 
better control of accounting and financial data, provided the impor- 
tance of internal audit is not lost sight of in the scramble to effect 
a good picture from the standpoint of the machine accounting record. 

Mr. Nyberg: I think we have very definitely considered that 
aspect of it in our company. Where we find that the machine does 
not present the reports in the shape in which we want them, we con- 
sider it a very serious defect on the part of machine accounting itself. 
We recently made an installation of machines for payroll purposes. 
Due to the capacity of the machine, we could not get all the deduc- 
tions on our registers and had to summarize a few of them. But in 
doing that, we very carefully considered where we could find that 
information if it were needed. We have tried to follow that idea 
through, so that we had some other means of checking it, to find out 
whether or not the reports that were coming off the machine would 
give us the data in the desired form. 


Chairman Dunbar: Now let us take up the next item — ^pres- 
ervation of records and uniform procedures with respect to destruc- 
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tion of records. The need for systematic planning for the preserva- 
tion of basic records to meet the demands of management is another 
matter which requires the special attention of those responsible for 
accounting. The problems of valuation, taxation, litigation and sim- 
ilar other matters must be met by prompt reference to the proper 
records, and this need has been emphasized forcibly in recent years 
by the rigid retention requirements for records imposed by regu- 
latory authorities. 

This particular subject is one to which the accountants of the 
transit industry have given quite a little thought in recent years, and 
the conclusion has been reached that any plan for identifying, index- 
ing and preservation of records to meet managerial needs and regu- 
latory requirements centers around the development of a record index 
designed to co-ordinate the identification of records with their physi- 
cal locations in one or more orderly arranged record rooms. 

Has this topic been treated with sufficient respect by the internal 
auditor of today? In other words, does the internal auditor or those 
charged with that responsibility take into consideration this matter 
of preservation of records? Who has something to offer on that 
subject? 

Mr. Hurns : We have handled that problem in our company by 
having a committee, a records destruction committee, that has been 
functioning for many years, long before we even had an internal 
auditor, recognized as such. This committee is composed of the sec- 
retary, the treasurer, the controller, the auditor and one representa- 
tive each from the legal and sales departments of the company. They 
establish a destruction date for all records that go into our filing 
vaults. 

Chairman Dunbar: I wonder if the industrial accountants 
would show their hands to indicate that they maintain such a setup 
to cover the preservation of the records? (About 30) How many 
have not given it any attention? (Quite a number.) 

Mr. Buckenmyer : In arranging a program for the destruction 
of records, there is also, it seems to me, a disposition to have too 
great a number labeled as permanent, and I am wondering if any of 
you have set up a program under which no records are considered 
permanent. 
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Mr. Flanigan: Mr. Chairman, I feel that the preservation of 
records is important. I also feel, with Mr. Buckenmyer, that the 
destruction of records is highly important, because you can clutter 
up your files to the degree that you cannot find what you have, or the 
exorbitant expense does not warrant keeping a lot of the information 
which has become practically valueless. 

On the other hand, there are certain items which should be kept 
more or less permanently. I have in mind those records which have 
to do with investigations leading to patents and permanent items of 
plant investment, where the item in itself is still in existence and 
has not been physically scrapped, and that sort of thing. I think that 
a number of records are more or less permanent, although many of 
them could be destroyed at an earlier date. 

Mr. Buckenmyer : One set of records I have in mind happens to 
be particularly bulky, and that is vouchers payable. I wonder if any- 
body would want to name a minimum date when it would be safe to 
destroy vouchers ? 

Chairman Dunbar: Does anybody have any suggestions with 
respect to the length of time vouchers payable ought to be retained? 

Mr. Hurns : Our practice is to keep all vouchers, but a plan has 
been considered for retaining permanently all vouchers covering 
charges to plant investment accounts and payment of taxes. The rest 
of the vouchers payable would be destroyed after a period of about 
seven years. 

Chairman Dunbar: You are guided by the statute of limita- 
tions ? Does that have any bearing on your program ? 

Mr. Hurns: Yes. 

Mr. Flanigan : I think the acceptance of your tax report by the 
Bureau of Internal Revenue places a limited life on a number of 
your accounts payable vouchers. 


Mr. Green : That is true of the federal reports, but for state re- 
ports you do not often get an acceptance, so you should hold your 
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vouchers in that case. I think, further, that it is the function of the 
internal auditing stajff to see that your retention of records schedule 
is complied with. 

Mr. Buckenmyer; Vouchers covering purchase of plant and 
equipment items and a lot of other items may be necessary to estab- 
lish a valuation for capital stock under the present excess profits tax. 
In some cases you may have to go back to the beginning of the com- 
pany for basic, original data. 

Mr. Buckley: The Federal Power Commission and various state 
regulatory commissions have prescribed routines for the destruction 
of records. They cover about every phase of the record you can 
think of and state just how long you shall keep each item or when 
you can destroy it. That may be of some interest. You can get a 
copy, I think, by applying to the Federal Power Commission, 

Chairman Dunbar: The Bureau of Motor Carriers recently 
promulgated a very rigid system for the preservation of records affect- 
ing the motor truck industry and the bus transportation companies 
operating interstate and coming under their jurisdiction. 

Let’s move along now. We want to try to complete the outline, 
if you are willing to stay. I have an item here to which I would like 
to get some reaction. How many prepare a statement of sources 
and application of funds? (About 15) How many do not give any 
attention to the source and application of funds’ statement? (None) 
Well, assuming that all do, does anyone wish to comment on whether 
that form of statement ought to be developed by the internal auditor? 
He brings a fresh viewpoint to its interpretation since he is not di- 
rectly concerned with the routine bookkeeping transactions. This 
statement covers the transactions where any possible fraud or mis- 
appropriation of moneys might be found. 

Mr. Towns : It seems to me that it is desirable for the internal 
auditor to work on the basis of reviewing or rechecking all of the 
financial statements that are prepared, including the statement of 
sources and application of funds. 

In this connection, I think he should check to see just what state- 
ments go to the management and at what times. 
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Relationship Between Internal and External Auditors 

Chairman Dunbar : The next and last item here is the relation- 
ship between the internal and external auditors. How should the ac- 
tivities of these two groups be co-ordinated to assure both efficiency 
and economy of management ? 

Mr. Green ; I would like to comment on that. Two years ago, 
we adopted a policy of co-ordination or co-operation with our outside 
auditors, as follows: The internal auditing staff is responsible for 
methods and procedures, and the external staff is responsible for 
valuation. By doing this, we have been able to give the company 
greater audit coverage for the same cost, and in some cases, with 
less cost. I think that this sort of thing is going to be more and more 
important as we go along, and probably one thing to which you can 
attribute it more than anything else is the McKesson & Robbins case 
of a few years ago, 

Mr. Shilts: I think that one point that is often overlooked in 
talking of the functions of an internal audit staff is that the staff may 
prepare many schedules for the use of the public accountants. Exam- 
ples are analyses of property accounts, deferred charges and accounts 
receivable, as well as certain reconciliations of bank accounts. 

Chairman Dunbar : Couldn’t the auditing program, both the in- 
ternal and the outside auditing program, be on a co-operative basis, 
and arrangement be made by conference beforehand as to the phases 
of work to be covered by both? 

Mr. Shilts: Yes. 

Chairman Dunbar: As a matter of fact, how many do that? 
All those who work on a co-operative plan, please raise your hands. 
(About 20) Those who do not? (None) I guess we are all in 
harmony, then. 

What has brought about the interest of the outside auditor in in- 
ternal auditing? Some remarks from the public accountants present 
would be welcome. 

William L. Keating (Partner, Miller, Donaldson & Co,, New 
York, N, Y,)\ We have always been interested in the internal audit. 
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Also, some of us had been making tests of physical inventories for 
many years. But as to increased interest in internal auditing, the 
cause is no secret ; it was the famous McKesson & Robbins case. 

Chairman Dunbar : The new form of certificate includes a state- 
ment to the effect that the outside accountant has reviewed the sys- 
tem of internal control and the accounting procedures of the company 
by methods and to the extent that they deem appropriate. Does that 
constitute something new on the part of the independent public ac- 
countant inasmuch as it is now contained in the new form of cer- 
tificate ? 

Mr. Keating: Yes, there have been improvements in the form 
of the short report or certificates. These have resulted from con- 
ferences with, and suggestions from, various bodies. We have never 
claimed perfection, though some elements of the public, perhaps, at- 
tributed that virtue to us, without our knowledge or consent. How- 
ever, we are anxious to be as perfect in our profession as is humanly 
possible. For that reason certified public accountants have aspired to 
improve procedure and reports to attain a greater degree of perfec- 
tion. 

There has been an element of risk that perhaps had not loomed 
large on our horizon — ^that four of the individuals at the top of a 
large enterprise would deliberately set out in collusion to scuttle their 
ship. It happened ; and for that reason, drawing upon the experiences of 
accountants of corporations, the Stock Exchange, the SEC, and every 
certified public accountant in the country, there has been worked out, 
we feel — ^and hope you do — a co-operative effort between all account- 
ants to tighten up this situation. 

We think we have made some headway, but just as the steel sur- 
rounding the battleship is pierced by new developments in projectiles, 
and again improved, this sort of thing is going to go on as long as 
we, and those who follow us, live. This kind of a conference brings 
out an interchange of ideas that enables us to get a little closer to 
perfection. 

In order not to dose on a note of generalities, we can take as a 
practical example a company that spends forty million a year. They 
have a system of internal audit. The outside accountants, before they 
come in, designate exactly on which accounts and to what extent 
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they wish to have details, and then the tabulating department runs 
off thousands of the exact items that have been selected for audit. 
There should be no question where the responsibility begins and 
where it ends. The result is that responsibility to the stockholders 
on the part of management, the accounting department of the cor- 
poration, the public accountants, the Stock Exchange, and the SEC 
are better discharged and satisfied. 

Chairman Dunbar : That is a very fine contribution, Mr. Kea- 
ting. The point I think Mr. Keating wants to emphasize is that we 
must continue to exchange our views so that there will be a better 
understanding of the terms relating to internal audit and internal 
control. That is why I have listed here on the outline as the last 
question, in the hope that it would be the opinion of those present, 
the statement: *Ts it not the responsibility of management to protect 
the certificate of the outside auditor by means of an effective system 
of internal control and audit which meets the requirements of ac- 
cepted accounting practice?’* We will now call this discussion group 
adjourned. 

. . . The meeting adjourned at five-thirty o’clock . . . 


EVALUATION OF INVENTORY CONTROL METHODS 

Chairman: Wyman P. Fiske 

Professor of Accounting, Massachusetts Institute of Technology, 
Cambridge, Mass. 


Chairman Fiske: Gentlemen, my part in this session is going 
to be very brief. I believe you all have, or should have, a discussion 
outline, which was prepared primarily to suggest ideas. 

I found it rather difficult to classify the subject in any really logi- 
cal way without overlapping and without raising the problem of dis- 
cussing under one heading something which also comes under an- 
other heading. The outline is not intended to be complete and I do 
not believe it is going to be possible to follow it slavishly with any 
advantage, because there are certain topics which will naturally come 
up under two or more headings. 
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I would suggest that by inventory control methods we intend to 
cover not only the mechanical methods, which is one important phase 
of it, but that we recognize carefully the distinction between the prob- 
lem of the management of the inventory, i.e., policies, and the prob- 
lem of the control, i.e., trying to insure that policies are carried out 
in actual fact as management intended. It seems to me that the 
policy-making side is not only important, but that it is essential that 
it be kept in mind by those who are carrying it out in order that what 
they do may have some meaning. 

I have set out in the outline five subheadings. I have already re- 
ferred to one subheading. Subheading II presents the areas of man- 
agement and control divided between the several classes of control, 
and the problems which arise in certain sections or parts of the inven- 
tory. Subheading III is concerned with control methods. I do not be- 
lieve that in the discussion, subdivisions II and III can be kept apart. 
If we get into one, we are going to get into the other, and we might 
as well recognize at the beginning that we will have to take them up 
more or less together. 

Subheading IV presents the problem of adjustment of the inven- 
tory to fluctuating volume and prospects, and subheading V, the prob- 
lem of control responsibility: i.e.. Who is going to do the job? 
Where in the organization and where in the physical plant is the job 
to be done? 

I think Subheading V might be a good place to start our dis- 
cussion. Assuming that we have a problem of inventory manage- 
ment and a problem of inventory control under a policy which we 
have decided upon, who should do the job? I know that the job is 
done in different places. It seems to me that one of the greatest 
advantages that we can get out of this discussion is to have stated, in 
the form of experience, the reasons why a particular approach has 
been taken in a particular plant. I think those reasons will be the 
most useful thing that we can bring out for the rest of us. Let's have 
some discussion from different individuals who have various ap- 
proaches as to why they have taken it and perhaps a show of hands 
as to the location in different places. 

Under control responsibility we have, first, the problem of the loca- 
tion of the responsibility. Who is the individual responsible for 
inventories in your plant? I listed five possibilities, the last one 
being a miscellaneous catch-all. Will someone volunteer information 
on their own setup and why they do it? 
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Discussion Outline 

EVALUATION OF INVENTORY CONTROL METHODS 

I. Inventory Control vs. Inventory Management 

(a) Inventory management— policy making 

(b) Inventory control — carrying out the policy 

II. Areas of Management and Control 

(a) Problems of control 

1. The total size of the inventory 

2. The detail make-up of the inventory 

3. Balance in the inventory — relative proportions of different parts 
and sections of the inventory 

4. Style and obsolescence 

(b) Parts of inventory 

1. Raw materials — ^major 

2. Raw materials — ^minor 

3. Goods-in-process 

4. Finished goods 

5. Supplies 

III. Control Methods 

(a) Purchase control 

1. Budgetary approach (open-to-buy in department stores) 

Z Purchase releases under production budget — production planning 
and scheduling 

3. Purchase to sales order requirements 

(b) Inventory records 

1. Types 

2. Location 

(c) Inventory reports 

1. Types and for whom prepared 

2. Frequency 

3. Dollars or units 

IV. Adjustment to Fluctuating Volume and Prospects 

V. Control Responsibility 

(a) Location of control responsibility 

(Differentiate this sharply from location of responsibility for in- 
ventory record keeping.) 

1. Controller's office 

2. Production department 

3. Sales department 

4. Inventoiy or budget committee 

5. Other 

(b) Location of responsibility for initiation of procurement orders 

(c) Accomplishment of management co-ordination of conflicting interests 

(d) Responsibility for balance 
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Responsibility for Inventory Control 

Thomas H. Patterson (Chief Cost Accountant, Armstrong Cork 
Co., Lancaster, Pa.) : In our company, the responsibility for the 
physical control of the inventory lies with the production department 
through a branch of that department which we call the scheduling 
department. They schedule production, watch the amount of inven- 
tory on hand compared with sales volume, and are responsible to the 
production head for maintaining a fair amount of goods and low in- 
ventory. 

We think it is a good setup because they have to schedule the pro- 
duction in the first place and we feel that if they are responsible for 
quantity of inventory, it makes a better scheduling job. 

Chairman Fiske : While you are on your feet, let me throw item 
C at you. If you place responsibility for the inventory in the produc- 
tion department, how do you accomplish a co-ordination of the con- 
flicting interests? Presumably, the sales department is interested in 
your inventory, at least in certain directions ; presumably, the treas- 
urer is also interested. How do you accomplish that co-ordination? 

Mr. Patterson : That accomplishment is effected through a com- 
mittee. 

Chairman Fiske: You have an inventory committee? 

Mr. Patterson: Yes, sir; we call it an executive committee, 
which handles other problems of a similar nature. It is composed of 
the representatives of the president’s office, sales department and 
production. They iron out the difficulties there. 

Chairman Fiske: Is that merely for the ironing out of differ- 
ences, or does that inventory committee set the desired size of the in- 
ventory and its breakdown, and so forth? 

Mr. Patterson: I am not completely sure as to that. I know 
that major policies are developed there and certainly the ones affect- 
ing inventory to a large extent would develop there first, before they 
were carried into effect. 
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Chairman Fiske: At least under that committee the responsi- 
bility is in the production department? 

Mr. Patterson: Yes. 

Herbert J, Myers : (^Controller, Farnsworth T elevision & Radio 
Corp,, Fort Wayne, Ind.) : We handle our inventory problem in 
very much the same way, with one point of difference. We have em- 
phasized budgeting inventories. I haven’t heard much about that, 
but I would like to make a point of it. We budget inventories just 
as we budget expenses, in the same manner as we budget labor. We 
budget inventory, particularly of work in process, because we find 
that it is such an important factor in keeping a level of operation in 
our plant. 

We budget finished-goods inventories as well as work-in-process 
inventories, one being dependent upon the other. I would like to 
make a point of the budgeting of inventories and if anyone has had 
any experience with it I would like to hear some comment. 

Chairman Fiske: I think perhaps we ought to leave the detail 
of the budget approach until a little bit later. Do I understand you 
have approximately the same approach ? You have a committee which 
sets the policy and the detail is carried out in the production depart- 
ment? 

Mr. Myers : The budget committee is responsible. 

Chairman Fiske: For the amount and make-up of the inven- 
tory? 

Mr. Myers: Yes, 

H. D. Stehman: (Assistant Controller, Armstrong Cork Co., 
Lancaster, Pa.) : I would like to modify Mr. Patterson’s statement. 
We are both employed by the same company. Our inventory control 
to a certain extent is under what we call the forecasting committee. 
That forecasting committee is made up of the treasurer, the sales man- 
ager, the controller, the economist, and the head of production plan- 
ning. They determine first what the future holds in regard to sales 
and, of course, from the expected sales determine inventory require- 
ments. 
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Alfred G. Block {Secretary and Treasurer, Barnes Drill Co., 
Rockford, III .) : These gentlemen have explained the point very 
clearly, but it would be interesting to know who is responsible for 
maintaining the records of that inventory. They have a controller ; 
I would be interested in knowing whether the keeping of that record 
is under the controller or if that also is in the hands of the production 
department. 

Chairman Fiske; Do you want to comment on that, Mr. Pat- 
terson? You say your production department runs it. What does 
the accounting department have to say as to the type of record? 

Mr. Patterson: In our company, the controller’s department is 
responsible for the records of the inventory and the arrangement 
thereof. 

Chairman Fiske: Let us be careful to define what we mean 
here. When you say they are responsible for it, what does that re- 
sponsibility mean ? That it is done in the production department by 
employees of the production department? 

Mr. Patterson: No; I mean that the controller’s department 
has responsibility for the other phase of inventory valuation. We 
develop a fair valuation for the products and trace the movement of 
the stock and supply balances to whoever is concerned with the bal- 
ances. 

As I take it, this question is concerned with two phases. Who 
accounts for the value and who takes care of the physical inventory 
size and assortment, and so on? The assortment is handled in the 
production department and the accounting in the controller’s depart- 
ment. 

Chairman Fiske: Does that settle the argument? 

Mr. Stehman: The forecasting committee determines the ex- 
pected sales from which we derive our raw material requirements. 
The head of the scheduling department informs the purchasing agent 
as to the requirements of raw materials, and after the raw materials 
are received it again is the responsibility of the scheduling depart- 
ment to inform the factory of the kind and quantity of commodities 
to be produced. 
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Chairman Fiske: Does anybody here represent a company 
where the inventory responsibility is not in the production or con- 
troller’s department? 

Leonard E. Zastrow (Assistant Controller, Bucyrus-Erie Co,, 
South Milwaukee, JVis, ) : Our inventory control is handled somewhat 
differently. We have appointed a supervisor of stock control, report- 
ing to the vice president in charge of finance. We did that particu- 
larly in order to avoid these conflicting interests. The purchasing 
department always buys raw material far enough ahead to take care 
of every contingency. The manufacturing department is always ask- 
ing for material enough to last twice as long as they need it, and the 
sales department is always pushing the manufacturing department. 
So we appointed a supervisor of stock control who reports to the vice 
president in charge of finance. He is not responsible to any other 
department. It is his duty to obtain manufacture releases from the 
officers of the company, that is, the president, the vice president in 
charge of finance, the vice president in charge of sales and engineer- 
ing, and the vice president in charge of manufacturing. 

The supervisor of stock, after he gets his releases, must then de- 
termine what raw material he needs. Then he makes his releases to 
the manufacturing department, and they produce what he calls for. 
That involves a steel foundry, a structural department, a machining 
department, an assembly department and a shipping department. 

Clinton J. Norris (Chief Cost Accountant, Intertype Corp,, 
Brooklyn, N. Y.): I would like to know how this supervisor of 
inventory gets his reports. 

Mr. Zastrow: What report do you mean? 

Mr. Norris : To control both sides ; how he makes his decisions, 
where he gets his information from. 

Mr. Zastrow: First of all, he receives a release from the offi- 
cers of the company authorizing the manufacture of ten machines 
of this size or five machines of that size or one machine of this size. 
That, of course, is his starting point. Then he must himself deter- 
mine what he is going to need to make those machines. That is his j ob. 
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Mr. Norris : That is the point I want cleared up. How can he 
determine that? 

Mr. Zastrow: He refers the matter to the engineering depart- 
ment and they tell him what he needs to make that machine. He gets 
those releases from the engineering department. 

Speculation in Raw Material 

William T. Bowker {Plant Auditor, The Celotex Corp., New Or- 
leans, La .) : I have been very much impressed, speaking as a plant 
auditor of a rather small plant located in a distant part of the United 
States, with all these committees and vice presidents and other such 
persons who seem to have something to do with economy control. 
I am from a plant that uses up about $6,000,000 worth of raw ma- 
terials a year and I suppose, strictly speaking, we don’t have any in- 
ventory control as such. Our principal raw material is acquired by 
one department known as the field department. At the beginning 
of our year we know how much we must have and the field depart- 
ment goes out and buys it. The purchasing department figures about 
how much they are going to need and has charge of the stores and 
other raw materials. The purchasing agent goes out and buys them. 

The sales department makes a forecast about once a year of what 
they expect to sell and the production department figures out about 
how much they expect to make, which at the present time is every- 
thing they can make. Each department more or less goes along on its 
own resources and the controller’s department, represented by my- 
self, has complete charge of all inventory records and reports. 

I was just wondering, in learning about all of these high-powered 
organizations to control inventory, how many of you are in the same 
fix I am in. 

Chairman Fiske: I might ask, do they evef get together, either 
before or after it is over ? 

Does anybody want to add any comment or make any suggestion 
on that? It seems to me that there has been a point raised here that 
is interesting. In a good many companies making more or less non- 
standardized materials but using one or two basic raw materials there 
is either admittedly or in fact a certain amount of raw material spec- 
ulation, Does anybody have any experience with that ? Who decides 
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how much the company is going to buy, and when? That certainly 
is a factor in the control of the inventory. Doesn’t anybody admit to 
that sort of a situation? 

Harold J. Kendall: {Office Manager & Auditor, Paterson 
Parchment Paper Co., Bristol, Pa .) : We have a meeting of the 
board of directors which decides on how much inventory they are 
going to buy. In our line recently, due to the war, a lot of raw ma- 
terials cannot be purchased. Naturally, we had to buy ahead. 

Chairman Fiske: It is done through the board of directors? 

Mr. Kendall: The whole board of directors decides. 

Chairman Fiske; That is the normal approach to the control 
of that speculative operation. 

Mr. Zastrow : May I ask how many comprise the board of di- 
rectors? 

Mr. Kendall : Fourteen. 

Chairman Fiske: Is it the board of directors or an executive 
committee that does it? 

Mr. Kendall ; The board of directors. 

Chairman Fiske: Is it an officer board or an outside board? 

Mr. Kendall : It is a closed corporation. 

Chairman Fiske: The board of directors is practically the man- 
agement, then? 

Mr. Kendall ; Yes. 

Detail Control Methods 

Chairman Fiske: I would like to have some comment, if pos- 
sible, on item (b) . I would make a distinction between the problem of 
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the total size of the inventory and its detailed makeup. That differ- 
ence I have tried to indicate by using the term “balance.” Who is 
responsible for maintaining a proper balance in the inventory? How 
much of each different type of material and how much of the sev- 
eral parts such as raw material, goods in process and finished goods, 
are we going to have? "Who decides that? Is there somebody here 
who has an important problem of that type? 

Donald G. Robbins, Jr. : {Accountant, Singer Mfg. Co., Bridge- 
port, Conn.) : We have quite a problem in finished goods due to a 
large variety of machines. Machine requirements are set by the 
works manager and the assistant works manager of the particular 
factory and these are broken down from engineering specifications 
into the inventory requirements. The details of placing the manufac- 
turing orders are handled in the production department, but the con- 
trol is with the works manager and his assistant. 

Chairman Fiske: You mean control of the number of each 
different t3rpe of machine? 

Mr. Robbins: No; how much stock we will carry for each par- 
ticular type of machine, plus the machines themselves. 

Chairman Fiske: Do you carry completed machines or parts? 

Mr. Robbins: Both. 

Chairman Fiske: And the same people decide whether it shall 
be in the form of parts or completed machines? 

Mr. Robbins: Yes. Most of the parts are built for stock and 
the machines are an assembly from finished stock. It is a very small 
step from the completed part to the finished machine. Parts really 
are the problem because of the long manufacturing cycle. 

Carl H. Grashof {Controller's Office, Eastman Kodak Co., 
Rochester, N. Y.): We have an inventory control setup which is 
in the hands of the planning department under the treasurer. The 
accounting department has nothing to do with it. It functions for 
the most part as a staff organization. First of all, the department 
estimates the sales requirements. It then estimates how much of 
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each product they will need and plans the production all the way 
through back to the quantity of raw materials that is needed. How- 
ever, the production department is perfectly free to digress from that 
plan if they see good reason for it and the purchasing department 
can purchase as they please, provided they see good reason for it, the 
ultimate responsibility landing back in the lap of the plant manager 
and the regular line organization to carry on at a profit. 

Edward P. Gillane (Works Accountant, Underwood Elliott 
Fisher Co., Hartford, Conn.) : Professor Fiske, to continue on the 
outline or method as suggested by Mr. Robbins, we have a similar 
control which emanates from the engineering department. The en- 
gineering record for each individual part specifies in detail the ma- 
terial to be used in the manufacture of each part. Many parts may 
be used in the production of many different models or products. 

The original part engineering record shows the number or quan- 
tity of such a part, and the different models or products requiring a 
certain quantity. The total number of these parts being consumed 
is shown on the production control copy of the engineering record. 
This production control record becomes the basis for issuing mass 
production orders for many different products or models. 

We also have a copy of the engineering control chart in the ac- 
counting department, used in checking product costs, obsolescence, 
etc. A part may become obsolete on one or more products or models, 
with the result that the production of that particular part would be 
reduced, since the part may still be used in the manufacture of many 
other products or models. 

The engineering department, the production department and the 
accounting department all have detailed information covering each 
part manufactured, and are in a position to know the parts used in 
the different products and the consumption of all individual parts 
being manufactured. 

Chairman Fiske; Doesn’t that revert more or less to what Mr. 
Zastrow suggested, namely, that you control your production by tak- 
ing the estimated completed machines and convert it into parts, and 
then manufacture practically to a production budget? 

Mr. Gillane : The same answer, the same method. 

Chairman Fiske: Practically the same method. 
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Obsolete Inventory 

Mr. Norris: Mr. Fiske, I would like to ask what the experience 
of the people in the audience has been in regard to obsolescence. 
How do they maintain their inventory balances for obsolete parts? 
We have quite a problem. 

Chairman Fiske: You are interested, I gather, in the control 
of slow-moving and obsolete items in inventory. Does anybody want 
to comment on that? 

Audry J. Dube {Cost Accountant, Pepperell Mfg, Co., Lewiston, 
Me .) : Anything which becomes obsolete in such a manner as Mr. 
Norris indicated is carried on our perpetual inventory at no charge. 
These items are charged off to expense and we just keep a perpetual 
inventory of quantity on hand in case those parts become necessary 
again. 

Chairman Fiske: Do you have any provision for periodic re- 
ports as to exactly what you have of this material? 

Mr. Dube: Yes. We report on such items every month and 
every six months when we take a physical inventory. We bring those 
items up to the attention of management. 

Chairman Fiske: In detail? 

Mr. Dube: That is right. 

Chairman Fiske: How do you do it, Mr. Norris? 

Mr. Norris : We do the same thing. I am not talking now about 
how to carry it in the inventory. I am talking about replacing it in 
the stock bins when it runs out. How do you handle reordering? 

Mr. Myers: That is a question, I should say, of what kind of 
control you have when you make up your production plans. If you 
only buy the required material based on the production releases, you 
are not going to have any obsolescence when you finish production of 
your models. However, if you use the balances of stores method, you 
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will always have obsolescence, and that is the thing that modern pro- 
duction control gets away from. You do not order when you reach a 
minimtim quantity. You order from your production releases, and 
only such quantities as you need plus an estimated amount of service. 
If you do that, you will never have any obsolescence. 

Mr. Zastrow : I would like to ask what happens to the inven- 
tory he keeps for service. Does that become obsolete ? 

Mr. Myers: We don’t keep anything for service, except, based 
on experience, a certain ratio of parts required based on the number 
of models released. 

Mr. Zastrow: I don’t think you get my question. You have 
machines out in the field on which there is breakage requiring replace- 
ment of parts. You said your service parts are based on experience. 
They certainly must become obsolete. I don’t believe that you can 
say your service parts are going to come out exactly even, that you 
are going to use every service part. 

Mr. Myers : That is true. 

Mr. Zastrow : It would be extraordinary if you did. 

Mr. Myers : That is true, but you can hold your service down to 
a veiy low level in inventory. Your big investment, after all, is in 
the production of your sales models. 

Chairman Fiske : I would like to ask Mr. Robbins about that. 

Mr. Robbins : Our management policy is such that once we start 
a model we service it until it dies. Sometimes it is a long time dying. 
We have quite a bit of difficulty estimating the service requirements, 
and as a result obsolescence is quite a problem. As a practical mat- 
ter, we keep reviewing the inventory and eliminate items as far as 
value is concerned as soon as we see them die, or at least write them 
down to a reasonable point. But as far as scrapping is concerned, 
we have to be very careful, and we keep something like forty years’ 
service requirements. It is quite an unusual situation, but it is one 
that is very definitely a management decision and we just have to do 
the best we can on it. 
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Nelson J. Bowne (Works Accountant, The De Laval Separator 
Co., Poughkeepsie, N. Y.): For the benefit of our friend from New 
Orleans, I might add that we have a surplus stock committee in our 
organization and hold regular meetings (except during this particular 
time when we have other things apparently more important than sur- 
plus stock to consider). We have monthly meetings for which pre- 
pared statements of obsolete and d3ring stock are made. We have the 
forty-year problem and we also have problems of lesser age. 

I was interested in Mr. Myers’ statement that if we ordered from 
production releases, we wouldn’t have the surplus problem. Our en- 
gineers sometimes make mistakes and changes have to be made in 
specifications before the entire schedule is completed. That results 
in surplus material^ and surplus parts. So, I think we have all of the 
problems that have been mentioned and we try to handle them by 
having two classifications. The first is dead stock, consisting of 
items the values of which have been written off although the physical 
items are kept for a few years to take care of service, if it comes up, 
and the requirements do come up periodically ; some items die rather 
slowly and some come back to life again. The second class is sur- 
plus stock which is reduced in value. We have dead stock at ‘‘no 
value” and surplus stock at “reduced value.” 

Chairman Fiske: Do you have any general rules as to when it 
becomes surplus or when it becomes dead, as to the number of years’ 
supply or anything of that kind? 

Mr. Bowne : Yes ; but the rules change from time to time. 

Chairman Fiske: Is it done by a periodic review of your in- 
ventory ? 

Mr. Bo,wne: Yes. 

Morris Klein (Chief Cost Accountant, Veeder-Root, Inc., Hart- 
ford. Conn.) : I might say in this connection that we age our inven- 
tory every year according to date of last issue, and it has been our 
policy to write off all inventory that has not moved in three years. 
During the year we provide for the obsolescence of that inventory 
which will have been inactive for three years by the end of the 
year. This is accomplished by a periocfic charge to operations and a 
credit to an obsolescence reserve. 
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Disposition of Obsolete Stock 

Mr. Robbins : May I ask Mr. Klein what he does with the obso- 
lete stock after he writes it off? We may have it at no value, but it 
is still there and it is physically a problem. 

Mr. Klein : If it becomes active during the year, we reinstate it 
and pick it up as income. 

Chairman Fiske: Suppose it doesn’t become active, do you 
throw it away or keep it ? 

Mr. Klein: We keep it and maintain perpetual inventory rec- 
ords on it. 

Chairman Fiske: Do you ever throw it away? 

Mr. Klein : We make it a point to throw it away only when we 
are confronted with a storage problem. 

C. E. Headlee (Director of Industrial Accounts, Westinghouse 
Elec, & Mfg. Co,, Pittsburgh, Pa,) : The slow-moving stock is not 
worthless, even though it may not be salable on the regular market. 
I would like to ask any of these gentlemen who write it down, at 
what value they carry the slow-moving stock. A more important 
question is : What records do you give your management to encour- 
age movement of that material, even though it may or may not be 
written down? 

Mr. Dube : We try to keep management posted about the activity 
of these particular stocks and at the same time we encourage the turn- 
over of these items into money, if possible. 

Mr. Headlee: Do you give them information as to the original 
dollar value of that stock? 

Mr. Dube: Yes, we do, and if the item has been written down 
we also give them the value at which the stock is carried on our 
inventory. 

Chairman Fiske: And the time you have held it? 
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Mr. Dube: That is right. Sometimes we may go so far as to 
make suggestions as to how the items may be turned into cash or its 
equivalent. 

Chairman Fiske : Does anybody have anything further to say in 
this connection? 

Philip Kreger (Accountant^ Wagner Folding Box Corp., Buffalo^ 
N. Y.) : I just have one question. Several of the men have referred 
to the practice of marking items down to zero but still carrying them 
in the physical inventory. I would like to raise the question as to 
what extent taxes, under the existing revenue laws, affects these 
procedures. 

Mr. Zastrow: We had an experience in that field a few years 
ago and we are very careful in that connection. I am rather amazed 
some of you fellows can keep inventory on hand indefinitely without 
any value ; ours was disallowed until we actually disposed of it. We 
have machines in the field, machines in stock and obsolete parts, and 
they were disallowed until we actually disposed of the stock. That 
meant we actually had to put it on the scrap pile. 

Mr. Bowne: We haven’t had any difficulty along that line. We 
do have a great many such items. However, if, as someone else has 
mentioned here, the activity of such items revives, we reinstate them 
as live stock. 

Mr. Zastrow ; That isn’t the question. The federal auditor of 
the Bureau of Internal Revenue insisted that the material be physi- 
cally disposed of. 

Mr. Bowne : We haven’t as yet experienced that difficulty. 

Mr. Zastrow : My comment is not intended to question the atti- 
tude of the Internal Revenue Department, but rather to point out 
the fact that when we write these things down, we do effect a tax 
saving. Doesn’t management have that in mind rather than actual 
costing practice? 

Elson P. Dolliver (Industrial Engineer, R. Wallace & Sons, 
Wallingford, ComiJ) : We write down a great deal of merchandise 
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each year. We write it down to scrap value and carry it on the in- 
ventory. We either dump it in the melting pot or actually turn it 
into scrap metal, depending on whether it is sterling or nickel silver. 

Chairman Fiske: You have an interesting problem. How do 
you handle the question of balance of inventory between the different 
kinds of inventory? Do you carry any raw material in your com- 
pany ? I know a lot of the silver companies don’t. 

Mr. Dolliver : We order to stock. We will set up a production 
authorization for a certain number of patterns and order the metal 
necessary to produce that quantity, allowing about six months be- 
tween the stock room and the metal order, so that we have about 
three months’ goods in process and on the shelves. 

Chairman Fiske: Do you follow the practice of some of the 
silver companies, of having your day’s requirements brought in each 
day? 

Mr. Dolliver: No, we have occasional requirements brought in 
each day ; in fact, we roll most of our own sterling. I think we are 
the only company that does. 

Inventory Reports 

Chairman Fiske : One of the points on which I think it would 
be interesting to get some discussion is the types of inventory reports 
which are being prepared to meet these problems. I wonder if some- 
body would be willing to describe to the group the inventory reports 
that they use in their company. What kind of reports on inventories 
are being prepared, either regularly or specially? Does anybody 
want to contribute to that? 

Mr. Klein : We make a very simple one each four-week period, 
showing the balances in the various inventory accounts which are 
broken down according to broad classes of products as to work in 
process, processed parts and finished goods. We do this so that we 
can see the upward or downward trend in the general inventories 
from period to period. 

Chairman Fiske : Is that in dollars, or do you show it in items ? 
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Mr. Klein : No, it is in dollars ; it is the balance in each inventory 
account. 

Mr. Headlee: I might explain briefly what the Westinghouse 
Electric & Mfg. Co. does with their inventory sheets. On the bal- 
ance sheet there is one item for inventory. In support of that we 
make a tabulation of inventories by operating divisions, which breaks 
it down to major lines of products, and on that same tabulation we 
segregate the total inventories of the company into approximately 
these classes : raw material, finished parts, work in process, and ship- 
ping or completed stocks, with perhaps a miscellaneous caption or 
two. Then we take divisional figures and break them down to the 
same segregations that I just mentioned, that is, raw material, finished 
parts, work in process, shipping stock, and so forth. The shipping 
stock, for example, is then broken down further (and up to this 
time I have been talking about dollars only) into dollars and units by 
lines or items of products. 

The finished parts are broken down into sections of a factory in 
some instances, although not in all cases. The finished parts are 
also broken down to lines of apparatus generally and the raw mate- 
rials to classes of raw materials, such as steel, copper, and so forth. 
Quantity information by items is tabulated only in connection with 
shipping stocks and all of these tabulations are prepared monthly 
with comparisons of balances and issues to show trends. 

We do have a little budget information on some of those statements. 
I would be interested in hearing some further discussion about the 
basis for good inventory budgets. 

Chairman Fiske: Might I ask you one question? Who gets 
these reports and various sections of them? 

Mr. Headlee: Top management will get the first report men- 
tioned, in support of the balance sheet figures, breaking the inventory 
down into divisions and certain sub-accounts. The divisional man- 
agement will get the further breakdown and then those production 
and sales people responsible for stock control and inventory control 
will get th^ detailed breakdowns by sections, lines of products and 
classes of material. 

Mr. Dolliver: We prepare what we call an exposure report, 
showing sales and goods on hand and on order, which is very helpful 
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in controlling inventories. It concentrates the sales department's 
attention on the slow-moving lines. It indicates to the management 
the lines on which they are in a short order position, and it keeps 
the management advised in general as to just what the status of all 
our stock is. That report is in detail by patterns. 

Chairman Fiske: Who gets it? 

Mr. Dolliver: The sales department, sales service, production 
and manufacturing departments. 

H. Burrell Robertshaw {Accountant, Eastman Kodak Co,, 
Rochester, N. Y,) : Isn't it important that these reports on inven- 
tories be relative ? In other words, they should not simply show in- 
ventories as of a certain date, but should show inventories of so many 
weeks' supply, what the sales have been, what the sales requirements 
are going to be, and so on ? 

Chairman Fiske : As I understand it, that is what Mr. Dolliver's 
figures show. They indicate what is on hand, and they show the 
sales. You get down, don't you, to the number of weeks' supply 
you have? 

Mr. Dolliver : In addition to that, we have a sales forecast ; from 
that, it is quite easy to tell how much we have on hand in relation to 
the forecasted sales. 

George C. Lyon {Cost Supervisor, Limerick Yarn Mills, Lim- 
erick, Maine) : In addition to the usual inventory reports which 
we issue monthly, showing a comparison with prior months, we also 
furnish the management with a market position report, which is very 
similar to what we have been talking about. We base this on the 
physical inventory. Then, during the month, between inventories, 
we estimate our position by adding the new sales and deducting new 
purchases. Thus, meinagement is provided every week with a fairly 
close figure as to its market position in wool, mohair and the other 
types of raw material we use. 

Chairman Fiske : That is in the case of raw material. What do 
you do about finished goods? Do you do it there also? 
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Mr. Lyon : We have a finished goods position, just the same as 
we have a raw material position. 

Chairman Fiske: Is that in total or in detail? 

Mr. Lyon : Detail, because of the type of goods we manufacture. 

Chairman Fiske: You do this for each individual item in your 
line? 

Mr. Lyon; Most of our goods are manufactured specifically to 
order. We don’t make very much up to stock; but on the stock items 
we do carry a weekly position aU the time. We know exactly how 
much we can go ahead on and how much we are short or long on 
a particular type of yam. 

Mr. Zastrow ; It may be interesting to know that we keep in our 
sales department a sort of inventory control of finished machines 
three months ahead. It is really a daily control of inventory from 
the finished machine angle. Our sales department must know every 
day just what we have on hand. Otherwise, we might find ourselves 
in the position of having sold something when we get another order, 
and then we can’t deliver. We furnish a chart to the sales depart- 
ment. This chart is made up weekly, I believe, and it indicates what 
we expect to produce within the next three months and when we can 
deliver. Our sales department and our branch offices — ^we have 
eleven branch offices throughout the country — ^are furnished this in- 
formation. The branch manager, as soon as he gets an order, must 
telephone or wire it in. Then one is subtracted from that particular 
lot number, as we call it. We manufacture by lot numbers. A lot 
may consist of a unit of one, four, eight, sixteen, thirty-two or sixty- 
four ; in other words, multiples of four. 

A. D. Ross Fraser {Secretary, Rome Cable Corp,, Rome, N, 7.) : 

I have been very much interested in the discussion, because our par- 
ticular problem seems to fit in with quite a number of the problems 
that have been brought up. In the first place, we operate on a budget 
"basis. We project our inventory position and our balance sheet ap- 
proximately three months ahead. That is done in conjunction with 
the sales department. We also work with the production department 
an laying out certain stock bases. 
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As for reports, we have a daily report on our inventory of copper 
because we can figure the copper content of our outgo, that being the 
largest component raw material and a big percentage of our products. 
It is very easy to use the incoming copper and provide a daily over-all 
control. 

At the end of each month, we receive from the cost department a 
breakdown of our inventory by basic raw materials, of which there 
are about ten, such as copper, lead, cotton, waxes, and so on. We 
also break down our cost of sales into these same elements and these 
can readily be compared with the actual inventory, which gives a 
quick picture of activity on each of our main elements. This is sup- 
plemented by information from the purchasing department giving an 
actual breakdown of the raw materials on hand. 

The Inventory Budget 

Chairman Fiske: Any other questions or comments here? The 
matter of budgets has come up two or three times. It seems to me 
it would be appropriate to spend a little time on that. 

Who is doing inventory budgeting? Let’s have some experience 
on that. Are you doing anything in Westinghouse? 

Mr. Headlee : We are attempting to do something. 

Chairman Fiske : Tell us about it. 

Mr. Headlee : On shipping stock inventory statements we show 
some information as to sales, and some information as to turnover. 
We have attempted to develop one figure which we might term the 
inventory budget, with the thought of showing it on those statements 
to give management a dependable guide as to whether or not the 
inventory balance was correct in the light of current production, 
current sales, current deliveries out of stocks, and the future outlook ; 
but to date we have not been very successful in getting what we con- 
sider acceptable results, although we have had some success in spots. 

Chairman Fiske: I should think the problem of getting that 
kind of an index would be a very difficult one. 


Mr. Headlee : It is. 
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Chairman Fiske : Are there any suggestions as to how it can be 
done? 

Sidney Knight {McKinsey & Co,, New York, N. Y ,) : Is the 
difficulty in the Westinghouse problem one of getting a composite 
index or of the actual building up of the sales data in addition ? 

Mr. Headlee : Largely the former, but also the latter if the ref- 
erence is to sales volume fluctuations. 

Chairman Fiske: It seems to me that the difficulty would be, 
at least in part, that the total could be the same month after month — 
that it wouldn’t be significant because the content of your sales and 
of your inventory would have both changed, with the result you 
would have no basis of comparison. 

Mr. Knight: What is the basic difficulty? 

Mr. Headlee : I would say the difficulty varies with the product, 
but basically results from sales and production fluctuations of an un- 
predictable or uncontrollable nature. I was really interested in any 
experience that any of the men might have on the subject. 

Chairman Fiske: Does anyone want to make any suggestions 
here? 

Mr. Norris : I imagine that if you could induce the engineering 
department not to go too far into the future, you might be able to 
budget a little better than you can today. 

Homer W. Stanhope {Cost Accountant, Anheuser-Busch, Inc,, 
St, Louis, Mo,) : We calculate an over-all budget of our material re- 
quirements for the year which is made for the purpose of determining 
the cash outlay required to buy the materials. This budget is pre- 
pared from figures furnished by the sales department of expected 
sales in each of the various divisions of the business. We work the 
reports back to production and from the anticipated production we 
calculate our material requirements, which are priced to give the 
budgeted total. 

It is hard to build up the budget covering the monthly require- 
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meats (and I doubt if the results would justify the eiforts), so we 
build up the annual requirements and calculate the dollar value. 

Since we don’t build up a monthly budget we can’t very well com- 
pare the actual expenditures for materials with the budgeted amount 
during the year; therefore all we do is to accumulate the actual ex- 
penditures for materials monthly which is reported in comparison 
with the budget. 

We do go a little further in some of our divisions where we deter- 
mine our material requirements from our preliminary sales budget 
and go out and buy them. 

Chairman Fiske: Is this budgeting in dollars or in units, or 
both? 

Mr. Stanhope: We budget the quantities required on all major 
items of materials and then calculate the dollar values; on items of 
supplies we estimate the dollar value only. 

Chairman Fiske: But you keep it in dollars thereafter; you 
don’t attempt your control in units? 

Mr. Stanhope: You are right except that on certain materials 
the quantities budgeted are used in purchasing, and on these we use 
both the quantity and value. 

Robert W. Peden {Supervisor of Standards, Bundy Tubing Co,, 
Detroit, Mich ) : I should like to ask Mr. Fraser if his firm ever 
practiced hedging to protect itself against inventory losses, or if any- 
body else here has done that ; and, if so, how they handle it in their 
accounting. 

Mr. Fraser : We have practiced hedging but only to a very limited 
extent. We must have a certain amount of working stock to operate. 
Our costing is on a last-in, first-out basis, so that our inventory fluc- 
tuation in the past five years has been approximately one cent a 
pound. Copper during that period has varied from 9 to 17 cents a 
pound. 

Chairman Fiske: Are there any other problems anybody wants 
to bring up? 



INVENTORY CONTROL 


183 


Mr. Bowne: The new problem that is bothering us relates to 
priorities — I would like to know what is being done in other organiza- 
tions about the details required by 0PM in connection with priorities, 
and what department is handling it. 

Chairman Fiske; Some experience on that? Who is handling 
the details of priorities? 

Eugene R. Nevins {Office Manager, Manning, Maxwell & Moore, 
Inc,, Bridgeport, Co7in.) : It rather surprises me that it has taken us 
this length of time to get around to this problem. Perhaps it is because 
some accounting departments have been lucky in not having to deal 
with priorities. In our company priority problems are handled in 
the material control section, which is the section controlling the ac- 
quisition of inventory. They determine from the customers’ orders 
just what is to be ordered. They also determine from past experience 
on particular parts which parts are likely to be called for. 

I presume Mr. Bowne had in mind tying up the preference certifi- 
cates received from customers to the preference certificates issued to 
suppliers. This group again takes care of that. As these certificates 
are received in our organization, they are cross-indexed to the shop 
papers and the shop papers, in passing through the material control 
section, immediately indicate that there is a preference rating cer- 
tificate on a particular order. That preference rating certificate is 
used to obtain the material for that order. 

Of course, on non-governmental contracts on which there are no 
preference rating certificates, we have to trust to luck. For the most 
part, our experience has been very satisfactory. It has been amazing 
to me to read in the papers of the shortage of materials, and yet each 
month we can see our inventory rising 10 or 15 per cent, and that rise 
has kept up during the last year. 

Chairman Fiske: Any other experience in this connection? 

Waidamor G. Eckman (Assistant Controller, American Mangor 
nese Steel Div,, American Brake Shoe & Foundry Co,, Chicago 
Heights, III.) : We have a different setup. We have this report 
compiled from customers’ orders, showing the requirements of the 
various metals, classified according to priority ratings. Then we file 
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a return with the OPM and they tell us how much material we 
can get. 


Grain Inventories 

Mr. Stanhope : Mr. Chairman, I would like to ask if any of the 
members have the problem of inventorying grain. There seems to 
be quite a problem where you have grain stored in an elevator 80 feet 
high and 20 feet in diameter. In our case, we have ten or fifteen 
different types of grains and it is difficult to obtain the weights on 
the contents of the elevators. 

Chairman Fiske: Can anybody contribute anything there, the 
problem of inventorying grain in bulk in large storage bins? 

John M, Greener {Plant Accountant, Baker Castor Oil Co., Jer- 
sey City, N. J.) : We have outside storage tanks where we store 
castor seeds. Each week, for insurance purposes, these outside tanks 
are measured off to scale on the inside. We take the height to which 
they are filled and we have a table which gives us the weight in those 
storage tanks in pounds. 

Mr. Stanhope: Apparently our problem can't be solved in the 
same manner as that of Mr. Greener. With grain stored in bulk as 
we store it, our problem is caused by settling or packing. The bin 
may be filled one day and at a later date it will be an entirely different 
depth, so that volume doesn't help us. 

Chairman Fiske: Any other problems anybody wants to bring 
up? We are getting past the scheduled closing hour, but we will 
keep going as long as there is axiyitimg anybody wants to talk about. 

Gentlemen, if there aren't any further questions, we will declare 
the session adjourned. 

. . . The meeting adjourned at five^-five o’clock . . . 
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JUSTIFYING INVESTMENTS IN PLANT ASSETS 

Chairman: Robert P. Brecht 

Associate Professor of Industry, Wharton School, 
University of Pennsylvania, 

Philadelphia, Pa. 

Chairman Brecht : I think it is the prerogative of the discussion 
leader to more or less define the area for discussion. The subject, 
‘'Justifying Investments in Plant Assets,” might conceivably lead to 
very broad treatment. The word “justifying” has wide implications, 
and “plant assets” can be treated in a wide sense rather than a narrow 
one. However, I would prefer to limit the discussion to that form 
of plant assets represented by equipment and machinery. Essentially 
the same considerations would be involved in investment in buildings, 
but since that is made relatively infrequently, I would prefer to deal 
with machinery and equipment. 

I do so for a number of reasons. With capacity operation in many 
plants at the present time, the opportunity to modernize equipment is 
veiy real and essential. That makes it an issue that is of current con- 
sideration. I think, too, that the replacement of machinery and equip- 
ment is of much more frequent recurrence than the replacement or 
expansion of building. 

Finally, since it is a live and frequently recurring problem at the 
present time, I believe that some definite technique, some fundamen- 
tally sound considerations, should guide those interested in making 
replacements and selecting new equipment. 

I would like to limit the inquiry here also to the substitution and 
replacement of equipment and to exclude plant expansion, particularly 
when such investment represents entirely new types of equipment 
required because of diversification of product. 

We can, of course, invest in plant for reasons of expansion, for 
the improvement of the plant environment and working conditions, 
or for replacement purposes. It is the last two that I think we should 
confine our attention to. 

I think, too, our concern here ought to be with the technique of 
justifying investment rather than with company procedure for the 
approval of investment. I have in mind by procedure the fact that 
the suggestion for an improvement or replacement may originate with 
the foreman, is then carried to a plant accounting department, let us 
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say, for investigation and approval, and is moved finally to a divisional 
superintendent or some higher authority for final approval. That is 
an important part of the justification routine, but our interest, I 
think, should be primarily in the basic problem of justifying invest- 
ment. 

Finally, I would like to limit our analysis of justification to eco- 
nomic justification. I think I can make this point a little clearer if I 
run over briefly why managements invest in machineiy^ and equip- 
ment, A whole host of reasons can be advanced. One is to improve 
quality of product. In such circumstances, the management may take 
this position : “We don’t care if costs are not lowered ; all we insist 
upon is that the proposed equipment should not increase the cost of 
performing the operation.” 

We may invest in equipment to improve working conditions, and, 
as a matter of fact, may actually accept a slight increase in the cost 
of operating the plant. That would occur if, for instance, we were 
going to introduce an air conditioning system. If you asked the 
management of a company, “Why did you install this air conditioning 
system?” they would respond almost invariably in terms of intangibles 
— “We believe that it will be good for the morale of the worker. 
We believe that over a period of time they will be more responsive, 
there will be less absenteeism.” They don’t' anchor that decision to 
a cost-saving analysis, however. 

You may invest in equipment to improve customer service. That, 
too, may be done at something of an increase in cost if you believe 
that that increased cost will justify the investment in terms of hold- 
ing customers. 

We may invest in equipment to realize substantial economies and 
savings, and that is the particular field of interest I would like to 
explore today. 

Each of these other reasons for investing in machines and equip- 
ment suggests ways of justifying the investment. If we are in- 
terested in improving the working conditions, justification will find 
itself in such intangible factors as employee morale. As already 
stated, if we are going to justify the investment in equipment for 
improved service to customers, that justification will be made in terms 
of what we believe to be the response of customers and whether they 
will be held in line. 

We can see, then, that this question of justification might con- 
ceivably take many forms and require many different types of anal- 



JUSTIFYING INVESTMENTS 


187 


ysis. So, for purposes of discussion, I would like to limit it to eco- 
nomic justification ; in other words, justifying the investment in plant 
assets, particularly with reference to machinery and equipment when 
there is a saving in view. 

Discussion Outline 

JUSTIFYING INVESTMENTS IN PLANT ASSETS 

1. In what terms shall economic justification be measured? 

Profits or savings? 

2. What tests can be established to measure relative economic worth? 

Repayment of invested capital? 

Return on invested capital? 

Absolute savings? 

3. What cost estimates should be included in making an economy study? 

Interest on capital invested? 

Taxes? 

Insurance? 

Depreciation and obsolescence? 

Direct labor costs ? 

Indirect labor costs? 

Cost of space occupied? 

Material costs? 

Maintenance or upkeep? 

Overhead costs? 

4. On what basis shall capital charges be computed? 

For old equipment: 

On original cost? 

On book value? 

On disposal value? 

Shall disposal value be deducted? 

For new equipment : 

On installed cost? 

On installed cost plus sunk cost? 

Shall disposal value of old equipment be deducted? 

5. Should savings be computed on a unit basis or total annual cost basis? 

6. Should the economy study include normal cost estimates or cost estimates 
that include the economic tests to be met? (See attached examples 1 and 2 
for difference in methods.) 

7. How should the results of the economy be considered? 

As a definite and final answer? 

As a guide to managerial judgment? 

8. Who should determine the economic justification of investments in plant 
assets? 

The foreman? 

A higher line executive? 

The controller? 

The accounting department? 

The plant methods department? 
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Now, one further consideration for purpose of orientation. Let 
us realize that the economic justification should really be, at least in 
my opinion, the last step in the selection of equipment. We are pre- 
supposing that in the analysis of methods, it has been decided that 
the new equipment functionally does its job. Analysis shows that it 
fits the physical environment, l3ms avoiding the experience of a com- 
pany that was just about to purchase an electric truck and a string 
of trailers only to find at the last minute that under full load the 
truck couldn’t make the grade of the inclined ramps that led from 
one building to the other. That particular type of equipment did not 
fit the environment. Again I am presupposing preliminary analyses 
to determine whether labor of more or less skill is required. I am 
presupposing too that the preliminary analysis will have determined 
that the quality of the product is at least protected if not improved. 

When these preliminary points have been established, we are in a 
position to determine whether investment in this piece of equipment 
or in any one of a series of proposed pieces of equipment is justi- 
fiable. 

I would like to limit the discussion in the fashion I have outlined 
here, not to be arbitrary but because I believe we can go further in 
our discussion if we organize it intensively rather than if we roam 
haphazardly over a larger area. 

This is your meeting. I have prepared here some suggested ques- 
tions for discussion that might conceivably lead to an interesting in- 
terchange of points of view. Please understand, I have a point of 
view on many of these questions but I am going to withhold that 
until such time as it seems proper for me to enter the picture. I am 
really a puller of the strings, as it were, and this is your meeting. 

Keeping in mind that we are talking about economic justification, 
“In what terms shall economic justification be measured? Profits or 
savings?” By savings I mean lower costs of performing the opera- 
tion with one piece of equipment as against another. As you realize, 
those savings may or may not be profits. Should we attempt to de- 
fend or justify our investment in plant assets of machinery and 
equipment in terms of their effect on final profits of the business, or 
should we adhere to an analysis of savings ? 

Profits or Savings as Measure of Economic Justification 

Robert L. Page (Treasurer, Robertson Paper Box Co,, Inc., 
MontviUe, Conn,) : It seems to me the savings would be the im- 
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portant figure. If you can make savings and still sell at the same 
price, you are bound to make a profit. 

Chairman Brecht ; Is there any contrary point of view? 

Orville Sharnborg {Controller j The Vendo Co,, Kansas City, 
Mo.) : I have in mind a specific case involving the moving of a plant. 
In that case the analysis was entirely in terms of profits rather than 
savings. 

Chairman Brecht; Can you give us a brief statement of how 
you arrive at the profits involved? 

Mr. Sharnborg; Volume of production was the main point. 

Chairman Brecht: Are there any other points of view? 

Harry C. McCluskey {Treasurer, Kellogg Switchboard & Sup- 
ply Co., Chicago, III.) : There might be another element which may 
be neither profits nor savings. It is the element of service. It may 
cost more than it does at the present time, and we may have neither 
profits nor savings, but we render a better service to our customers. 

Chairman Brecht; Of course, you are justifying that now in 
terms of one of the intangibles mentioned — better service. Any 
other points of view? 

Franklin R. Ehmann {Controller, The Hellwig Silk Dyeing Co., 
Philadelphia, Pa.) : There may still be another reason for plant 
additions. You may have to make investments in machinery in order 
to keep up with the march of time, even though you can’t make any 
more profits or realize any savings. 

Chairman Brecht : Elaborate on that a little more for us. Are 
you thinking now of the defense program particularly, or patriotic 
pressure, or what? 

Mr. Ehmann ; I think it is true, whether for the defense program 
or otherwise, that you must keep your plant up to your competitors’ 
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or your costs will be too high. In order to keep in a competitive posi- 
tion, you must make capital additions to offset obsolescence. 

Chairman Brecht : That is a perfectly good point, but doesn't 
that come back to economic justification? When would you make 
these replacements? Under any and all circumstances, merely be- 
cause they represent some new machine? ii>n't it true that if you 
are going to hold your own competitively, you must think in terms of 
savings or profits? You don't really sidestep this particular point, 
do you, even under the situation that you mentioned ? 

Mr. Ehmann : No, you don't sidestep it because any justification 
that I can think of would come back to either savings or profits, 
which to my mind are the same. 

Chairman Brecht : I was trying to determine which you think 
has the greater value and use for our purposes, that is all. 

William C. Wichman (Assistant Works Accountant, General 
Electric Co., Fort Wayne, Ind .) : Since you have limited this discus- 
sion to economic justification, which rules out expansion and such 
things as might give you a higher selling price for your product, I 
don't see why savings are not the only effect on profit under the con- 
ditions that you stipulate. 

Chairman Brecht: I myself agree with that point of view. 
The use of profits, it seems to me, is limited to cases involving a whole 
product. That is the only point I wanted to bring out. In other 
words, you can't weigh the desirability of introducing new machines 
in a part of your process in terms of profits. It is the entire product , 
that really makes the profit. If you are going to expand into a new 
field, then perhaps you necessarily must think in terms of profits. 

Then when you come to your final problem of replacing equipment, 
even under an expansion program, it seems to me the more valid de- 
vice or measure is savings, one machine as against another, the new 
or proposed process against the old. Are there any other points? 

Tests to Measure Relative Economic Worth 

Chairman Brecht: Let's turn next to question 2: "What 
tests can be established to measure relative economic worth?" I have 
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suggested a few here. Which of these do you think are best, or do 
you think that none of them really fills the bill ? ‘^Repayment of in- 
vested capital? Return on invested capital? Absolute savings?"' 
How shall we guide or justify the investment in a new machine? In 
a replacement ? 

Francis E. Swisher (Chief Accountant, Dennison Mfg. Co., 
Framingham, Mass.) : Granted that you always have a choice of 
where you will put your money, it seems to me that the only final test 
that you have is absolute savings. If you want a 6 per cent return 
on investment, you have another problem. Equipment A may return 
6 per cent plus, and equipment B* may return 6 per cent plus some- 
thing else. If you have absolute savings, you can divide the invest- 
ment by your savings and figure the number of years in which you 
will get your return. That gives you, I think, a real comparison 
when you have a choice of where to put your money. 

Chairman Brecht: In other words, absolute savings, as such 
won't tell you ; we will agree on that. 

I have distributed a few examples of economy studies,* which can 
be used for specific reference. Under Method 1 there is a saving 
of $1,511.15 in the introduction of a proposed sand cutter in a foun- 
dry, compared with the present hand method. Now that $1,511.15, as 
dollars, doesn't tell us a great deal, does it? Is that a good invest- 
ment to make or not? Would you put your money into that sand 
cutter or not? It seems to me we must have some way of crystal- 
lizing the importance of those savings, and that, you have suggested, 
is the repayment period. 

Mr. Swisher : That is right. 

Chairman Brecht : In other words, using that test, the $1,511.15 
divided into the $2,140 will give a repayment period of 1.4 years. 

Mr. Swisher: May I also add that an additional study should 
have been made to establish the life of the product to be manufac- 
tured on the proposed equipment and to assure that the product is a 
good risk in which to invest the money. 

* See page 210. 
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Mr. Wichman : I would like to suggest, also, that one of the costs 
would be the federal excess profits tax. Isn’t that one of the most 
important things that we are up against at this particular time? 

Mr. Swisher: Will you elaborate on that? 

Mr. Wichman: Most companies today are paying very heavy 
excess profits taxes. If we make our decision without taking into 
consideration the excess profits tax, we may find that out of the 
$1,500 we have considered profit for the period, we may have to pay 
back $1,200 to the Government in taxes. We may wind up with an 
asset on our books that may be a good asset, but if we have turned 
all our cash into machines, we can’t run our business. 

I don’t know just how this should be handled. It is one of the 
things in which I am most interested. It must be considered as a 
freak condition perhaps, but it is very vital today. 

Mr. Swisher: Under such a program, I don’t believe that money 
would ever be invested in new equipment, particularly in those com- 
panies which are in the SO per cent excess profits tax bracket or over. 

Chairman Brecht : Aren’t you disturbing your whole thinking 
by including something that is anticipating the final result? These 
are estimated savings, the difference between two sets of cost esti- 
mates. You are assuming that these cost savings are going to be 
translated into profits. Aren’t you unnecessarily complicating your 
whole reasoning process by making that assumption? 

Mr. Wichman : It is true that we have never considered income 
tax as being part of the cost, and I am not speaking from a theoreti- 
cal standpoint. However, as a practical matter, I am actually going 
to pay out $1,200 of the $1,500, am I not? 

Chairman Brecht : If that $1,500 is finally translated into prof- 
its. 

Mr. Wichman : That is right 

Chairman Brecht : Actually, it might increase your profits con- 
siderably more. Armed with this saving in the shop and with sharper 
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bidding, you might be able, through better management, to take that 
$1,500 and make it $2,400. 

Mr. Wichman ; You have ruled out everything but the replace- 
ment of a machine. 

Chairman Brecht : I am merely saying that the estimated sav- 
ings brought about with this better piece of equipment, if used by 
management as a tactical basis in meeting competition, may actually 
grow to a considerably larger profit, in which case you can’t say this 
impinges on the profit account to the amount of $1,500. 

Herbert E. Tucker {Partner, Charles F. Rittenhouse & Co,, Bos- 
ton, Mass.) : I think the last speaker has hit the nail on the head. He 
has illustrated the viciousness of excess profits taxation and the load it 
places on industry. Every single manufacturer who buys new equip- 
ment today takes that tax factor into consideration. I think a great 
many people are held back from making additions and improvements 
to plants on that account. 

George W. Contant {Certified Public Accountant, Buffalo, 
N. Y,): I hesitate to comment on this because I didn’t hear the first 
part of the discussion, but I want to point out that the provision in 
the Revenue Act for amortizing the cost of additional facilities over 
a five-year period or a shorter period would answer that objection, 
because you have recovered your cost in the way of depreciation and 
to that extent you haven’t been taxed. 

Mr. Wichman: There are two qualifications to that. One is 
that the facilities might not be for defense, and the other is that the 
Government is very reluctant to allow amortization without stringent 
restrictions. 

Emil J. Monde {Partner, Seward & Monde, New Haven, Conn.) : 
The prime phase of the question, as I see it, is that we must find jus- 
tification for investment in plant assets. If a particular investment 
is calculated to produce a profit which brings about a return of capi- 
tal, either through the medium of normal depreciation or amortiza- 
tion, on the basis of defense contract requirements over a period of 
60 months, and in addition produces a taxable profit, then such profit 
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contributes toward the payment of the tax and leaves some profit re- 
maining which should justify the investment. Therefore, the fact 
that such profit is taxed should have no bearing upon our judgment, 
for the investment should be made if a profit can be realized. 

Mr. Wichman : That is true, but the period required to return 
the investment would be increased from 1.4 years to 5 years. 

Mr. Sharnborg: I have only this comment to make — I know a 
company which had this question come up. They weighed well the 
fact that there would be a saving on the replacement and that they 
did pay excess profits tax. Their decision was that it was smart 
business to go ahead and replace the asset because they would have 
its cost returned at a much faster rate than ordinarily would be the 
case. 

Sidney R. Catsiff (Supervisor of Cost, General Electric Co., Fort 
Wayne, Ind .) : I think we are missing one point. Just because 
management might decide to do one thing or another after getting 
the facts doesn’t eliminate the question of whether we should, in pre- 
paring an analysis for our management, present such information as 
Mr. Wichman suggests be added to the analyses. 

Up to a few months ago I paid little attention to the effect of ex- 
cess profits on the question of whether or not we should invest in 
equipment. I followed either one or the other of the two methods 
you gave. I never used absolute savings, but I used number of years 
or return on investment. Depending upon how you set your stand- 
ards, they come out to about the same answer, in my opinion. But I 
do think that today we must consider not only questions like this, but 
possibly questions such as you tried to bring in and which were ruled 
out. Many times you have something very involved. I think we need 
certain broad measuring sticks for each business and a certain factor 
must be added for the effect on taxes of substantial changes in equip- 
ment. 

Chairman Brecht: My reaction to this proposal is simply that 
it is a mistake to inject it into an economy study, your cost compu- 
tation, although I believe it is a point that ultimately should be taken 
into consideration. If these cost analyses are worked out properly 
to provide a sound basis for managerial decision, they should have 
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the fewest possible confusing elements injected into them. This con- 
sideration should be put down as perhaps one of half a dozen intangi- 
bles, judgment factors, that would be examined finally in order to 
reach a decision, rather than attempt to inject it quantitatively into 
the analysis. 

I wanted to bring out the distinction between the first two tests. 
Sometimes the repayment period is used as a protection against ma- 
chine obsolescence ; in other words, where it is felt that there is a sub- 
stantial change in equipment, the test used is repayment of invested 
capital, the repayment period being what seemingly is a safe period 
during which radical or important changes of equipment are not likely 
to occur. 

Put it this way. If it is believed that anticipated obsolescence is 
three years, i.e., that on an average once every three years a new, 
substantially improved machine is brought out, then three years would 
be established as a standard. If the savings on the proposed equip- 
ment, when applied to the investment, would pay for it in three years 
or less, it would be a good buy, as far as the figures go. If it took 
longer than three years, you would look askance upon it, perhaps 
even pass it by as an unsatisfactory purchase. 

If obsolescence isn't an important factor, then the test may well 
be return on the invested capital. They come out about the same. 
We are simply expressing the same thing in a different way, but in 
the one test protection against obsolescence is emphasized and in the 
other investment opportunity. 

Are there any other comments on those points ? 

Walter E. Daverin {Controller, Rising Paper Co., Housatonic, 
Mass.) : I suppose you consider these as intangibles, but in any in- 
vestment of new capital in our business, we take into consideration 
three other points: (1) the safety factor, which is reflected in direct 
cost reduction in insurance rate, (2) our personnel relationship, and 
(3) the labor union standpoint. I suppose those are the intangibles 
that you have talked about, but to me they are very important. 

Chairman Brecht: The first one might be translated into fig- 
ures, might it not? 


Mr. Daverin : That is right. 
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Chairman Brecht: But the other two are pretty much intangi- 
bles that you can’t express in quantitative cost terms. 

Mr. Daverin : There is one other question I would like to bring 
up here. What would you do regarding a suggestion made by an 
employee with reference to safety or increased production? 

Chairman Brecht: Do you mean, how would you handle such 
a suggestion? 

Mr. Daverin: Would you give it consideration even though 
there were no profits or savings? 

Chairman Brecht: The employee has made a suggestion. It 
has merit, but there are no savings. Would you introduce it? Of 
course if you have a suggestion system, procedure is established for 
passing upon proposals. The value of a suggestion must be deter- 
mined. You are committed to a program of accepting employees’ 
suggestions. One of the important points is how you are going to 
reward employees for their suggestions. How are you going to de- 
termine quantitatively how much the employee should receive? Does 
anybody want to offer the experience of his own company? How do 
you determine what bonuses you pay to employees for suggestions as 
to new equipment, new methods, and so on? 

Mr. Sharnborg: Any suggestion is passed on by a board of en- 
gineering, production and management. If it has merit we look into 
the cost figures. The decision is made on the basis of these figures. 

William C. Armstrong (Secretary & Treamrer, Rockbestos 
Products Corp., New Hceoen, Conn,) : I have been thinking about 
what Mr. Wichman said here about taxes. Let us assume that we 
have machineiy that is fully depreciated, and with today’s taxes at, 
say, 60 per cent, if instead of continuing along with old machinery 
we replace it with new machinery, then we can charge depreciation 
that we couldn’t charge on the fully-depreciated asset. If the taxes 
are 60 per cent, aren’t we getting back 60 per cent of our cost in a 
tax saving, and isn’t that the logical thing to do then — to replace our 
old machinery at a time when we are having high taxes and can 
have it absorbed in taxes? 
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Mr. Sharnborg : I think there is a point that hasn't been brought 
out. If you can obtain new machinery w-ithin the next year, you 
know that it will have greater value later, and you can reflect that in 
your balance sheet through an appraisal. 

William A. Mackie {Mathieson, Aitken & Co., Philadelphia, 
Pa.) : Is it necessarily true that machinery will appreciate next year 
where we are running that machinery on double or triple shifts ? 

Mr. Sharnborg : My remark had reference to liquidation values. 
If you invest money now, what will you be able to realize later? 

Mr. Catsiff : I should like, first, to disagree with Mr. Sharnborg. 
I think it is a mistake in any business to talk about buying material 
or equipment ahead of time, to confuse the question we are discussing 
today with the question of hedging the market or trying to make money 
by speculating on market changes. If you want to do that, I would 
suggest that you keep it out of your operating profit and loss. A lot 
of businesses do get by through speculating and that is how they 
make their money. But for the purpose of this discussion, I would 
certainly say we should eliminate any consideration of speculative 
profits. 


Costs to be Inclubed in Economy Study 

Chairman Brecht: We are interested in developing the tech- 
nique here for determining relative costs. I have called such a cost 
comparison an economy study. What cost estimates should be in- 
cluded in this comparison ? Should capital invested, taxes, insurance, 
depreciation and obsolescence, direct labor costs, indirect labor costs, 
cost of space occupied, material costs, maintenance or upkeep, and 
overhead costs be included? Are any omitted that should be in- 
cluded ? In the formulae of quite a few companies, the decision as to 
whether to buy a piece of equipment rests entirely on savings in labor 
costs. Do you believe that is defensible? 

Mr. Catsiff: I think the answer is that you should investigate 
all these factors and more, the d^ee depending on the importance 
of each. In the average case you probably have two or three at the 
most, selecting those which appear to have the most importance. 
Then, as you suggest, you put the rest down as other intangible sav- 



198 


SESSION II 


ings or as possible disadvantages of the particular project, without 
going to all the work of trying to individually figure out such items 
as taxes and insurance, because it gets quite involved if you attempt 
to calculate what any individual piece of equipment would do to an 
insurance schedule, for instance. 

Chairman Brecht : In other words, at best the particular costs 
included must be approximations or estimates. Is there any other 
point of view? 

Arthur T. Cameron {Partner, Edward P, Moxey & Co,, Philadel- 
phia, Pa,') : I am wondering whether this is really a cost meeting or not. 
Nobody has started an argument about interest on capital invested. 
It doesn’t sound right to me. Are we all going to let it go by and 
admit that interest should be included? I would like to have a show 
of hands as to how many people actually do it. 

Mr. Wichman : This doesn’t mean you have to write it into your 
costs. 


Mr. Cameron: Let’s see how many include interest. (13) 

Mr. Armstrong: I would like to ask if those who raised their 
hands actually pay the interest or whether they just compute it? 

Mr. Cameron : I knew there was going to be trouble. It isn’t a 
question of whether they made book entries. I want to know what 
they actually think. 

Edw. Wm. Krueger {Partner, Walton, Joplin, Longer & Co,, 
Chicago, III,) : I think one point in connection with capital expendi- 
ture Ihat probably has been overlooked is viewing the expenditure 
from the standpoint of a period of years. I have seen examples in 
mining operations involving heavy machinery where, because of the 
variation in demand over a period of years and lower labor costs dur- 
ing periods of recession, they found it better to pay the higher rate for 
labor while there was a big demand in order to take advantage of the 
lower cost when the demand fell off. 

Chairman Brecht: I think I can state the engineer’s point of 
view as opposed to the accountant’s. The engineer would say that 
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in making an economy study you don’t want to follow the accounting 
practices developed and instituted by your accounting department. 
Your methods have been developed for use in accounting for things 
done, work completed, the cost of operation. This is a special kind 
of study. It is somewhat like a differential cost study. Therefore, 
don’t be governed by whether you ordinarily use interest on capital 
invested as an item of expense. The important thing here is that 
you have different pieces of equipment, each one representing a differ- 
ent investment. You must give full weight to that difference in in- 
vestment in order to make a comparison that does recognize all 
factors. Consequently, the group that makes its decisions rest 
entirely on direct labor cost comparisons is fooling itself. 

Now, how can you bring into purview all these different elements 
except by making as complete as possible an analysis of the fixed 
costs. Therefore, interest on capital invested for purposes of com- 
parison should be included. 

What we are trying to get in the economy study, presumably, is as 
unbiased and careful a statement of two or more sets of comparative 
costs as we can get, with as few distortions as possible, the theory 
being that management can make better decisions when it anchors to 
factual analyses that are reasonably accurate. Therefore, such points 
as anticipating the excess profits tax ought to be excluded from the 
cost study as representing a needless complication. 

There was another point mentioned a while ago about appreciation. 
If you inject that, you get another complicating feature in the com- 
putation. 

Mr. Catsiff: Isn’t your real objection to including this question 
of excess profit taxes somewhat of a doubt in your mind as to how 
accurately profits really could be calculated, rather than any objection 
to the principle itself? 

Chairman Brecht: I would agree with that. I don’t believe 
you can be certain as to what they will be. Therefore a confusing 
element enters if you attempt any estimate. 

Mr. Swisher: I subscribe to the out-of-pocket cash viewpoint. 
It seems to me that in making your study of whether or not you will 
invest this money, there is no need to consider depreciation on the 
present equipment. That money has already been spent ; it is out of 
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pocket. If you should drop a line of products, you would write off 
the equipment and you would not consider it a part of the cost of 
making another product. I see no difference at all in considering it 
on new equipment. I would add to direct labor saving, direct ma- 
terials, and any so-called expense supplies that can be allocated to the 
new process as against the old. 

Chairman Brecht: You would go along at least with this 
thought, wouldn’t you, that savings should be real and not fictitious 
or arising from accounting conveniences ? I raise the point because 
I know one company which charges its overhead rate at 100 per cent 
of direct labor. In making an economy study, it figures, for instance, 
that it will save $400 of direct labor. Therefore this company says, 
“We save $400 in overhead also.” You wouldn’t concede that point, 
would you? Well, that has been done. Savings must be real. The 
same is true with respect to cost of space. If you are simply going 
to release space, there isn’t much use in claiming any savings if it 
will just lie idle. 

Mr. Swisher : I would make a distinction between a study deal- 
ing with a single piece of equipment and one dealing with a whole 
department or a large study involving the replacing of a great num- 
ber of pieces of equipment. 

Chairman Brecht : On the question of savings in space, I would 
like to cite an experience of some years back. A proposal to intro- 
duce a high-speed grinding wheel in a shop would have stepped up 
production tremendously and therefore reduced the number of grind- 
ing frames required. This, in turn, would have rdeased a great deal 
of floor space. Claimed savings were very substantial. When an- 
alyzed, however, the great bulk of savings was in floor space, whereas, 
as a matter of fact, had the proposal been adopted, that space would 
have remained idle. The rental factor would have gone on just the 
same. The company would have continued to depreciate the build- 
P^y for insurance and taxes on it, and so forth, and there would 
have been no real saving at all. That is too short a short-cut. Sav- 
ings must be real. I would agree with much that you have said, al- 
though I can’t see eye to eye with you on ignoring capital charges. 
Are there any other reactions ? 
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Mr. Swisher : I don’t want to hog this meeting, but you know 
the old saw about the company that had a beautiful office building. 
They weren’t making any profit because they had depreciation and 
all this expense on the office building in their costs. So they put 
up just a frame building, moved over into that building, wrote off the 
old building, and left the depreciation on it out of their costs. Then 
they began to make money, so they thought. 

William Blackie {Controller, Caterpillar Tractor Co., Peoria, 
III.) : In these meetings of accountants, I think one thing is some- 
times forgotten — ^that it is the job of business management to spend 
money, to earn by spending. 

As I understand this problem, we are considering alternatives — 
the use of one machine rather than another, or the substitution of 
machine-power for man-power. Under either alternative we are 
going to have income taxes which, relatively, are going to be about 
similar in effect. If savings would be deferred by taxes under a new 
method, they will also be, or are being, deferred under the old method. 
I suggest that such taxes are not a factor in the problem under con- 
sideration. 

And now, if you don’t mind. Dr. Brecht, I would like to encroach 
a little bit on the subject I am assigned to cover tomorrow. 

Chairman Brecht: We are glad to help. 

Mr. Blackie: On the matter of depreciation, all of the given 
studies of justification for capital investment presuppose a time basis 
for depreciation. There is, however, a theory of productive activity 
as a basis for depreciation in which the time factor, as such, is ex- 
cluded from consideration. Where such a productive activity basis 
assumes, let us say, that a machine will produce so many thousand 
or so many million units, over an unknown period of life, what method 
or methods are favored in giving recognition to depreciation in a 
study of this type ? 

Chairman Brecht: I think I have an answer, but let’s see what 
we get from the floor. Are there any reactions on that point? 

George E. Moseley {Assistant Treasurer, The Watertown Mfg. 
Co., Watertown, Conn.) : You must take the item of depreciation 
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into consideration because the Bureau of Internal Revenue won't let 
you get away with sa 3 dng, “I only used the machine one hour this 
year; next year I will take ten hours.” They want you to take the 
same amount of depreciation each year, whether the machine is idle 
or not. 

Chairman Brecht : That is a good answer, of course, from the 
standpoint of accounting practice, but we must be free from those 
limitations if we accept the idea developed a while ago that this is a 
special study. We are therefore free to do many things. 

Mr. Moseley : We can't do it on the books. 

Chairman Brecht : Are there any other points on this question? 
If we were limited by actual accounting practice, if this were, in 
effect, accounting, then I think your point would be well made, but 
I do believe that we ought to concede the point that we do not neces- 
sarily have to abide by our accounting practice. We develop the best 
practice or technique for this kind of a study. 

Mr. Wichman : I would like to suggest to Mr. Blackie that there 
are two elements in depreciation. One is obsolescence, which is a 
function of time ; the other is the use factor, which is a function of 
pieces produced. There is no reason why you can't break your study 
down, if you want to, and have your engineer tell us how many 
pieces this thing is going to produce, computing the depreciation due 
to use on that basis. He doesn’t know that any more than you know 
how long it is going to operate. I don’t think the accuracy of the 
study justifies making separate assumptions, but there isn’t any 
reason why you shouldn’t. After all, you are piling estimates on 
estimates. 

Mr. Blackie: A productive activity method of depreciation 
would, of course, be used only where the use factor was predominant, 
and a time basis would be used where the obsolescence factor was 
predominant. I think, however, that you are talking only theory if 
you are referring to a separation of factors for obsolescence and 
wear and tear in one depreciation rate. 

Mr. Wichman : That is pretty good theory. You say the ma- 
chine is going to last ten years, carry 10 per cent per year. You say 
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it is going to produce in its useful life 200,000 pieces. Well, both of 
us are guessing. If the investment doesn't show a margin of 35 or 
40 per cent, you probably wouldn't touch it in any case with all the 
hazards involved. That is my point. 

Chairman Brecht: May I ask this question, Mr. Blackie? 
When you figure out this productive depreciation rate — 

Mr. Blackie: I don't! 

Chairman Brecht: I don't think that is an insuperable difficulty. 
I think actually if you worked it out carefully it would bring you to 
approximately the same conclusion we have already made. You are 
going to line up your cost estimates on a certain volume of produc- 
tion, The volume of production presumably is the same for the old 
and new equipment. If that is the case, the only distinction I could 
possibly see where you might run into difficulty would be if you 
established this productive depreciation rate on the basis of the theo- 
retical output of the machine. I don't know why you would want 
to do that. It seems to me, then, you would be walking around in 
pretty thin atmosphere. For a satisfactory productive depreciation 
rate, you would want to base it on the production expected of that 
machine. Are there any other points? 

Mr, Contant : I think in a study of this kind you have to assume 
that you are going to have at least normal use out of that machine. 

Chairman Brecht : That is right. 

Mr. Contant: You wouldn't even consider it if you didn't. I 
think there is another factor to be discussed here. If you had a ma- 
chine that was fully depreciated, you would have one case, but if the 
machine you were considering discarding was only 50 per cent depre- 
ciated, that would be a diflferent case. 


On What Basis Should Capital Charges Be Computed? 


Chairman Brecht : We can raise that point in connection with 
question 4. On what basis shall capital charges be computed? For 
the old equipment, should we use the original cost? Should we use 
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its book value? Should we use its disposal value even though that 
disposal value is below the book value? And on the new equip- 
ment, shall we use the installed cost of that equipment or shall we 
add the unabsorbed depreciation, namely, the difference between 
the book value and disposal value which I have called sunk cost? 
Shall we add that to the cost of the new machine? I think this brings 
us to your point, doesn’t it? There will be a difference in what the 
basis should be. 

R. F. Lotz {Superintendent, Standards Department, Kimberly- 
Clark Corp,, Neenah, Wis.) : I concur with Mr. Swisher in continu- 
ing to use cash costs. In the final analysis you want to get an answer 
everyone can understand. If you add all these other things such as 
undepreciated balances, taxes and depreciation on the new machine, 
interest on investment, etc., you will end up with a lot of figures that 
are going to have to be interpreted to those who are going to make 
the decision to buy the equipment. In most cases they won’t under- 
stand them. Therefore I would stick right to cash costs, the total 
cost of making the investment, and the actual cash savings that can 
be realized. 

Mk. Ehmann : I can’t go along on cash costs only as a basis for 
deciding whether or not to replace an old piece of equipment. After 
all, if you put $10,000 into a piece of equipment and only $5,000 is 
recovered through depreciation, you are going to take a loss when you 
throw it away and spend another $10,000 for another piece of 
equipment. 

Mr. Wichman : You have taken a loss. 

Mr. Eh MANN : You can’t keep buying new equipment, forget- 
ting that you haven’t yet received a full return on what you put into 
the old equipment. It may cost less to use the old equipment a little 
longer, even though it is less efficient, than to absorb a $5,000 loss 
plus depreciation on the new equipment. 

Mr. Moseley : I think the way it is handled on your books is a 
factor to be considered. If you take that $10,000 machine when it is 
only half depreciated and you turn it in on another machine, you 
must leave the balance of $5,000 on your books and add it to the 
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cost of the new machine. If you scrap it without any residual value, 
you charge it off to your reserve for depreciation and take depreciation 
in future years on the balance of machinery left in your plant If 
you sell it, you can take the loss on it. Probably you would have a 
loss if you sold it when only half depreciated. I think that has to be 
considered from these different angles. 

Mr. Cameron : It seems to me that this part that has been lost is 
definitely lost. If you will remember, under rulings of the Securities 
and Exchange Commission such losses are supposed to be washed out 
entirely and not carried forward into succeeding periods. Certainly, 
if we made an error in the first five years, there is no reason why we 
ought to continue to accumulate that error and run it over another 
five or ten years of the life of the new equipment, or the hoped for 
new life. It seems to me that at the time we dispose of a piece of 
machinery we should definitely ascertain whether we gained or lost on 
the venture. The loss having been determined, the thing to do is to 
wipe it off and hope to calculate more accurately in the future. 

Chairman Brecht : I think that is a very sound observation. I 
agree with it completely. 

Mr. Catsiff: I should like to take violent exception to any 
method of figuring other than disposal value of the equipment you are 
getting rid of. I think cash is the only thing that should be con- 
sidered, not original cost or book value, but the value at the date of 
replacement. I have seen a $100,000 piece of equipment which on 
the books was worth zero, but actually was worth a lot of money 
even though it was 35 or 40 years old. The disposal value is defi- 
nitely the thing you have to take into account. Perhaps you put it 
in brand new yesterday ; you stiU have a cash saving if you can find 
a better method to justify a new investment. Suppose you had to 
give the old machine to the junk man; what has that to do with it? 
It is still a good investment to get a better piece of equipment. I 
don’t see where the book value is anything except plain bookkeeping. 

William F. Atwood (Cost Accountant^ Nashua Mfg, Co,, 
Nashua, N, H.) : I would like to ask the gentleman who says he 
figures on a cash basis, what cash he puts out and what cash he gets 
a return on? How does he figure the cash he gets returns on? 
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Mr. Swisher: When you are talking about whether or not you 
make money on a particular venture or on a commodity, you must 
add to the cost whatever you paid for the replaced piece of equip- 
ment to get a long-time record of whether you made money on that 
venture. If you were setting up your costs as of tomorrow, you 
would certainly eliminate it, because it is a loss that has nothing to 
do with the new method of production. Accordingly, if you are 
making a factual study to determine whether or not you will invest 
some money, you want to talk about out-of-pocket costs — the amount 
of money you are going to spend in the future, not what you have 
spent in the past. 

Chairman Brecht: Citing again the ei^neer’s point of view, 
sound practice suggests the disposal value on the old equipment and 
the installed cost on the new equipment. 

There is no point in repeating the argument in favor of including 
those elements of cost as distinguished from the cash and carry 
group. It is to bring into perspective and make the full weight of 
the invested capital felt, because it is perfectly possible that if your 
guiding consideration is savings in cash cost, you may show a very 
substantial saving in direct labor costs at every comparison, and con- 
tinue to buy pieces of equipment frequently ; as a result you will soon 
find yotirself nmning short of cash. I don’t see how you can avoid 
such an eicperience tmless you give weight to capital chaiges. 

I have found the most peculiar practices in arriving at the base 
values for making capital charges. In one instance, the sunk cost 
is added to the installed cost of the new equipment, and then the 
disposal value is deducted, on the theory that they will ultimately 
realize this disposal value. But this is anticipating in the cost esti- 
mates the very thing these estimates are being used to decide. 

In another instance, they say in effect, “We won’t carry over the 
sunk cost, but we will deduct the disposal value from the cost of the 
new equipment.” They evidently believe that the investment in the 
new equipment is represented by its installed cost minus the disposal 
value of the old equipment ! 

It seems to me these are all distortions ; they confuse the issue. A 
series of cost estimates are developed that don’t really mean an3rthing. 
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Unit Basis Versus Annual Cost Basis 

Chairman Brecht: Let’s turn to question 5: Should sav- 
ings be computed on a unit basis or total annual cost basis ?” In the 
examples you will see that no effort is made to use unit costs. The 
whole study is made on an annual cost basis, and that is in contrast 
to a great many equipment-bu 3 ring formulas recommended by some 
machine tool companies where the savings are computed on a unit 
basis. Which do you think is the sounder method? 

Mr. Armstrong : I would say both. 

Chairman Brecht : Let’s have your line of reasoning. 

Mr. Armstrong: If I were setting it up, I would compute it on 
the basis of both unit cost and the saving over a period of time, be- 
cause it might give one answer in one case and an entirely different 
answer in the other. One might entirely take away the justification 
of the other. 

Suppose we were to buy a machine that would be nice to have but 
which we can get along without; you might show a saving on those 
particular operations if you had that machine, but if you don’t use it 
enough to have the savings amount to very much over a year or more, 
then it wouldn’t pay to have it. 

Mr. Wichman: As a matter of fact. Dr. Brecht, I don’t know 
just what the difference is between the unit method and the annual 
method. What is the difference whether you state your savings in 
terms of units or time? 

Chairman Brecht : It seems to me there are apt to be very real 
complications if you work on a unit basis. You compute the savings 
per unit of product. All cost estimates in the study are computed 
per unit of product. 

Mr. Wichman : Then what do you do with it? I don’t see what 
good it does to divide it by the number of units. 

Chairman Brecht: If the unit savings don’t tell enough, you 
attempt to compute annual savings, but from the unit basis. This is 
where real difficulties may be encountered. Unit costs may have 
been computed on the basis of capacity operation of the machine, and 
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that requires the introduction of some sort of allowance for idle 
time, and so on, to arrive at annual operating cost estimates. Such 
added calculating feats are not necessary when the annual basis is 
used. In other words, all charges are on an annual basis, and whether 
the equipment is operating at 10 per cent or 80 per cent or 100 per 
cent capacity makes no difference. 

Mr. Wichman: As I understand it, the difference is whether 
you use an average number of units actually produced or the theoreti- 
cal rated production of the machine. 

Mr. Catsiff: I didn’t get your point either at first. I ran across 
a case similar to that where they were replacing a machine. They 
had taken the entire productive capacity of the new machine and fig- 
ured their savings on that production, totally disregarding the fact 
that they couldn’t possibly use more than 10 per cent of the output 
of the machine. 

What you are bringing out by that question is a warning to guard 
against kidding ourselves. You can’t make money on more material 
than you produce. 

Chairman Brecht : In other words, when you are working on a 
unit basis, be very certain that you have made ample provision for 
the real working pace of the machine, what it will be really called 
upon to do. It seems to me that difficulty can be sidestepped by using 
the annual basis suggested in the illustrations. Another point, of 
course, is that if you make a variety of products on a machine, there 
is the question of the proper unit of product to use. You get into 
the problem of working out some sort of weighted unit or common 
unit, but this is a difficulty which can be avoided by using the annual 
cost basis. 


Form of the Economy Study 

Chairman Brecht: I want to raise a question about the form 
of the economy study in Question 6. That can be illustrated by the 
two types mentioned here in the examples: Method 1 and 2. In 
Method 1, in both instances you will notice that normal cost estimates 
have been used, that is, the cost estimate as you ordinarily would 
experience it. Notice that the depreciation in Method 1, Example 1, 
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is 10 per cent (straight-line method, ten-year life), and interest is 
computed at 5 per cent, the normal expected return. Notice again in 
Example 2, depreciation and interest computed at normal rates. Con- 
trast that with Method 2, depreciation 50 per cent, depreciation 40 
per cent, in Examples 1 and 2, respectively. 

The advocates of the latter form of economy study are writing the 
repayment period test (previously discussed) into the cost structure. 
They are saying, in effect, “This machine, if it is worth while, must 
pay for itself in two years. Therefore, we will depreciate it at SO 
per cent.” That is literally writing it off in two years. If they were 
going to use the interest on the investment as the test, they would take 
the depreciation at normal rate, but if the equipment must demon- 
strate a 30 per cent return on the investment, they would compute 
interest at 30 per cent. 

Now, when you have done that under Method 2 and you still show 
a saving, that saving is over and above the tests you have stipulated 
to determine whether this is a good buy or not. Which of those 
methods do you think is the sounder? 

Mr. Mackie : I believe the first method would be the one ordi- 
narily used in normal times. Probably the second method would 
be more applicable at the present time where you might have a pos- 
sibility of machines being used during the emergency period only. 

Chairman Brecht : I believe that right now those studying this 
question claim that we should expand our test periods rather than 
narrow them. During the depression there were some companies 
that stipulated eighteen months as a repayment period. That was a 
period when new designs were coming out rapidly and the search for 
volume was very avid. There is no such search now. As a matter 
of fact, there may conceivably be a freezing of certain models or 
forms of machines, in which case, use of eighteen months or two 
years (and you may have heard of the two-year rule that was fol- 
lowed very blindly, in my opinion, some years back) is indefensible. 
Now perhaps you ought to think in terms of five or six years as the 
repayment period; otherwise you are going to handicap the replace- 
ment process unduly — you are going to expect the new equipment to 
show too much in the way of savings. 

Certainly if you wanted to get your cash out quickly, Method 2 is 
an excellent way to handle depreciation. If you say, “Here, we need 
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Example 1 


Data 

Present Method : Preparing sand for moulding operation by hand 
Two men employed at SO cents per hour 
Work 8 hours per day, 280 days per year 
Proposed Method: 50-inch spiral disc sand cutter 
Installed cost $21^.00 determined as follows : 


Initial cost $1800,00 

Spring cable reel 200.00 

Contact reception sockets 40.00 

Installation charge 100.00 


One man will operate machine 2 hours per day 
during years of 280 days 
Hourly rate 50 cents 
Repayment period— 2 years 

Method 1 


Present cost of cutting sand 

Labor — 280 days x 16 hours x $0.50 $2240.00 


Total annual cost 
Proposed Method: 

Depreciation 10% $214.00 

Insurance 36.38 

Taxes 15.62 

Interest at 5% of Average Investment 58.85 

Maintenance and repairs 50.00 


Total annual fixed charges 
Operating costs 
Labor 280 x 2 x $0.50 
Power 

Total annual costs 

Annual saving ($2240.0(>-$628.85) 

Savings will pay for additional investment in 

1 A / $2140 ^ 

1.4 years 

Method 2 

Cost of present method 
Cost of proposed method 


Depreciation 50% 

$1070.00 

Lisurance 

36.38 

Taxes 

15.62 

Interest at 5% 

80.25 

Maintenance and repairs 

50.00 

Labor 

280.00 

Power 

74.00 


Total annual charges 

Proposed machine will save $633.75 (^40.00- 
$160625) in addition to paying for itself in 
2 years. 

By both methods the purchase is warranted. 


280.00 

74.00 

$728.85 

$1511.15 


$2240.00 


$1606.25 


$2240.00 


374.85 
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Example 2 
Data 

Operation: Soaking raw silk 

Present Method: 12 wooden tubs lined with Monel metal 
Initial installed cost $2100.00 

Depreciation 10% straight line 

Book value 420.00 

Disposal value 120 00 

Proposed Method: 1 single-bale soaking machine 
Installed cost $1500.00 

Repayment period — 2^^ years 

Method 1 

Annual costs present tub method 
Depreciation $ 12.00 

Interest S% 3.30 

Insurance and Taxes 2.40 

Maintenance 24.00 

Labor 1127.50 

Water 247.50 

Chemicals 3035.25 

Total annual charges $4451.95 

Annual costs proposed method 

Depreciation $150.00 

Interest 5% 41.25 

Insurance and Taxes 30.00 

Maintenance 25.00 

Labor 880.00 

Water 198.00 

Chemicals 2548.25 

Power 250.00 

Total annual charges $4122.50 

Annual saving ($4451.9S-$4122.S0) $ 329.45 

/$1380\ 

Savings will pay for additional investment in 4.2 years ^“ 329 “/ 

Method 2 

Annual costs present method ; 

Depreciation 40% $ 48.00 

Interest 4.20 

Insurance and Taxes 2.40 

Maintenance 24.00 

Labor 1127.50 

Water 247.50 

Chemicals 3035.25 

Total annual charges $4488.85 

Annual costs proposed method 

Depreciation $ 600.00 

Interest 52.50 

Insurance and Taxes 30.00 

Maintenance 25.00 

Labor 880-00 

Water 198.00 

Chemicals 2548.25 

Power 250.00 

Total annual charges $4583.75 

Excess o£ costs under proposed method $94.90 
By both methods the purchase of the proposed equipment 
would not be made. 
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every penny we have ; let's buy machines only where we can get our 
money out fast,” then that suggests itself as a method. My personal 
objection to it is that it does tend to obscure your real cost estimates 
and injects a possibly confusing element. When you finally get a 
savings figure, it needs additional interpretation. The two methods 
will corroborate each other over a certain range of experience but not 
over the complete pattern. 

Mr. Wichman : You are taking a guess figure *and splitting it 
into two guesses, and you may be hiding one of them. 

Chairman Brecht : I think that is very nicely put. 

Mr. Wichman : For another thing, it seems to me if you freeze 
this at SO per cent you are assuming a prerogative of the executive. 
He might decide that a Warner & Swazey lathe is a perfectly sound 
investment, but that a very special type of automatic lathe is much 
more risky. Isn't that really something which should be left for 
executive decision? I favor the first method for that reason. 

Considering the Economy Study 

Chairman Brecht : Let us take, then, for our closing question : 
How should the result of the economy study be considered? As a 
definite and final answer or as a guide to managerial judgment? 

Shall we say that since the economy study indicates that a proposed 
machine is a good buy, we must make the purchase, or shall we rather 
use the results of the economy study as a guide in influencing, but not 
blindly conditioning, managerial decision. To the tangible considera- 
tions of the study must be added certain intangible factors before a 
second decision can be reached. As stated, the answer is obvious. 
We would all agree that it is a guide to managerial judgment, and 
that it is perfectly good medicine for management at times to de- 
part from what the economy study might indicate. For instance, 
there is the question of the final influence of sunk cost. If it is a 
small item, as in these illustrations, indications of the economy study 
wouldn't be altered. But if we were thinking in terms of a new 
building, as a chemical company might whose three- or four-year-old 
building is becoming obsolete rapidly because of radical changes in 
process, we might hesitate a long time before taking a huge sunk cost 
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on the chin in our eagerness to get a new building. Again there is 
the question of the accuracy of your estimates and forecasts; that 
may accelerate or retard your decision. There is, too, the question 
of these taxes we talked about earlier ; perhaps also the appreciation 
factor mentioned. In short, there are a number of intangibles that 
play on the decision and that management must weigh in its process 
of judgment. 

I think the technique that we have examined here, while we have 
talked about it primarily in terms of the replacement of machinery 
and equipment, has a much wider application as a technique. We can 
find good use for it, it seems to me, in determining the relative worth 
of alternate opportunities for investment of capital. 

Are there any further questions you want to raise ? If not, I want 
to assure you that it has been a real pleasure to be with you this 
afternoon. I have enjoyed every minute of it and I hope that you 
carry something away from this discussion that is worth while and 
helpful. Thank you very much! 

. . , The meeting adjourned at five-fifteen o'clock . . . 
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DEFENSE PROGRAM 


Chairman McCully : The Chairman of today’s session, one of 
the members of the Program Committee, is a member and a former 
President of the Detroit Chapter. His paper at the convention in 
St. Louis last year and the talks which he has delivered to several 
chapters of this Association during this year have had an important 
part in directing the attention of industrial accountants to their obliga- 
tions to their business and to their country during this period of 
national defense preparation. 

It is a particular pleasure for me to present our Chairman today, 
because during these months just past it has become my good fortune 
to gain the friendship of this man whom I have admired for many 
years. It is now my privilege to present to you, and to turn this 
meeting over to, Mr. Donald M. Russell, Partner of Lybrand, Ross 
Bros. & Montgomery, of Detroit. 

Chairman Russell : There has been waging for several months 
past a very active war right in these United States, a war of economic 
factors, a war between those tendencies of economic laws on one side 
to bring about inflation under conditions of limited supply and in- 
creased demand, and the government on the other side trying to 
prevent a run-away price inflation in this country. Your Committee 
has thought that we should go right to the front and bring one of the 
OPACS who are waging this war here to tell you the news from the 
front. 

Professor Herbert F. Taggart is here today to present this picture, 
largely from the viewpoint of the government officials at Washington 
who are trying to prevent a run-away price inflation. 

Many of you, most of you certainly, Imow Professor Taggart. He 
has been active in N.A.C.A. for many years. Somehow or other 
whenever there is an emergency in Washington, they seem to call for 
Professor Taggart. His regular post of duty is as Professor of Ac- 
counting at the University of Michigan, but in 1933 they called for 
him for two years in Washington to act as Chief of the Cost Account- 
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ing Unit of the Research and Planning Division of NRA. Again in 
1938, when the Robinson-Patman Act came along, they called for 
him as Consultant on Distribution Costs in the Department of Com- 
merce. 

As you know, he is a well known author, particularly with respect 
to his books on minimum prices under the NRA, the cost principle in 
minimum price regulation, and his work on distribution cost account- 
ing. He is a C.P.A., Doctor of Philosophy, a graduate of the Uni- 
versity of Michigan, Director of Research of the American Account- 
ing Association, member of the Michigan Association of Certified 
Public Accountants, a long-standing member of the N A.CA. 

I am very glad to present at this time Herbert F. Taggart, who will 
present his paper on ‘Trice Stabilization and Control.” 


PRICE STABILIZATION AND CONTROL 


Herbert F. Taggart 

Assistant Administrator in Charge of Accounting, 
Office of Price Administration and Civilian Supply, 
Washington, D. C. 


I LAY no claim to being a spellbinder, but I can spell, and I do 
know something about the alphabet. Specifically, I think I can 
clear up for you some of the mysteries of recent additions to the 
alphabetical maze which has characterized Washington in the past 
eight years. In doing this I shall explain how the particular alpha- 
betical organization which I represent is set up to do its job; what 
that job is and why we consider it important; something of our plans 
and the philosophy on which we operate, as evidenced by our actions 
to date ; and, finally, why the program is important to you as cost 
accountants, and what you can and should do to help it along. 

Special Agencies Created for the Defense Program 

The fountainhead of all of the special agencies created for the 
defense program is the Executive Office of the President, and the 
co-ordinating unit within that office is the Office for Emergency 
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Management — ^the O.E.M. The O.E.M., however, is not an operat- 
ing entity. It is rather a species of holding company — ^an agency 
established for administrative purposes with the task of making all 
of the several operating units of the defense organization fit into a 
logical mold — ^to prevent duplication of activities, overlapping of 
authorities, and actions at cross purposes. 

The operating companies subsidiary to the O.E.M. are numerous 
and their functions are varied. The baby of the family is Mayor 
LaGuardia’s Office of Civilian Defense — ^the O.C.D. Activities under 
the Lend-Lease Act are a part of the O.E.M.’s responsibilities. Com- 
mercial and cultural relations with South and Central America are 
promoted by another subsidiary. The oldest, largest and probably 
most important of O.E.M.’s subsidiaries is the O.P.M. — ^the Office 
of Production Management. Many people seem to think that O.P.M. 
is a generic name for the entire superagency establishment, and that 
Knudsen-Hillman rule the entire roost. Far be it from a member of 
another branch of the family to attempt to detract from O.P.M.'s 
importance which, in point of fact, can scarcely be overestimated. 
The O.P.M. is chiefly characterized by three P’s — ^production, pur- 
chasing, and priorities — ^and if there are more important functions 
outside of those which may be performed by the armed forces, I 
can’t imagine what they are. 

Office of Price Administration and Civilian Supply 

With due obeisance, then, to the O.P.M., may I turn to the 
O.P.A.C.S,, the Office of Price Administration and Civilian Supply — 
called Opacs for short. This office was established by Executive 
Order No. 8734 on April 11, 1941. This order, which constitutes our 
company charter, gave us four principal duties or responsibilities. 

These are : 

(1) Control over prices. 

(2) Stimulation of supplies of materials and commodities for civilian use, 
once military needs have been met 

(3) Equitable distribution of those materials and commodities among com- 
peting civilian groups. 

(4) Protection of consumer interests. 

The charter also created a board of directors, or perhaps more 
accurately, a committee on policy, of which Leon Henderson, the 
Price Administrator, is chairman. The other members are the Secre- 
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tary of the Treasury, the Secretary of Agriculture, the Federal Loan 
Administrator, the Chairman of the Federal Trade Commission, and 
the Director General and Associate Director General of the Office 
of Production Management. This committee ties together most of 
the federal agencies which are directly concerned with price stability. 
It provides a medium of interchange of information and advice which 
is very helpful in the work of Opacs. 

Organization of Opacs 

Opacs has been so recently set up that its organization chart is 
harcHy in shape to be published. I had hoped to be able to bring 
you at least a tentative chart which you could follow as I talk, but 
no such chart is yet ready for release. Very roughly, however, Opacs 
may be likened to a manufacturing enterprise with four direct or 
productive departments and three indirect, non-productive, or as I 
prefer to have my students call them, service departments. These 
departments we call divisions. 

The four productive divisions correspond to the four principal 
functions allotted to us by our charter. The Price Division is, of 
course, the principal operating group; price administration centers 
here. In this division all actions with respect to prices are decided 
upon. The division is organized principally along commodity lines, 
and consists of a number of units or sections, each devoted to a 
particular commodity or group of commodities, such as non-ferrous 
metals, iron and steel, textiles and so forth. This division has inher- 
ited most of the responsibilities of the former Price Stabilization 
Division of the Advisory Commission to the Council of National 
Defense, 

Civilian supply activities are shared by two divisions, one being 
responsible for the encouragement of production for civilian use, 
and the other having the task of allotting to competing civilian uses 
such supplies of goods as may be available after the needs of the 
Government have been provided. 

It is peculiarly appropriate that Opacs should contain the counter- 
part of O.P.M.’s production division, since a cardinal principle of 
Leon Henderson’s philosophy of price control is that increasing the 
supply of goods is the best way to counteract a rise in the price of 
goods caused by scarcity. Needless to say, this division will co- 
operate actively with its O.P.M. relative whose primary interest is 
production for the military. 
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Civilian allocation corresponds in some degree to the priorities 
division of O.P.M,, and the work of these divisions will likewise 
be co-ordinated. It is often asked why we do not let the price 
mechanism allocate civilian supply, once the Government has taken 
what it requires of a given commodity. If the price of the remainder 
were allowed to rise, it is argued, the less essential civilian uses 
would automatically be eliminated, and the supply would be absorbed 
by those uses which are most important, as evidenced by their willing- 
ness and ability to pay the required price. 

In certain instances this reasoning might be correct, and in such 
cases entirely satisfactory civilian allocation might be achieved by 
this method. Generally speaking, however, the method could not 
be relied upon to produce the results which would best serve the 
purposes of civilian morale, or even of civilian economy. In the case 
of many consumers* goods, for example, the wealthy would obtain 
ample supplies while the masses went without. In the case of 
producers* goods, the price mechanism might very well direct invest- 
ment into unessential lines, a result which, in the long run, would 
be detrimental to the country. Furthermore, obviously, letting prices 
run riot in the hope of achieving a proper allocation of goods would 
result in the very inflation which Opacs is attempting to prevent. 
Hence, although the task is admittedly a difficult one, civilian alloca- 
tion is being attempted on a planned basis. 

Along with the price controlling activities of the former Price 
Stabilization Division of the Advisory Commission, Opacs has inher- 
ited the consumer-protection functions of the Consumer Division. 
Miss Harriett Elliott still heads the Consumer Division of Opacs, 
as Associate Administrator, and the functions remain much the 
same, except that efforts to control prices have all been consolidated 
in the Price Division. 

Sermce Departments 

So much for the direct or productive departments of Opacs. The 
three service departments are research, legal and accounting. The 
Research Division carries on fundamental studies in defense eco- 
nomics and finance, without which the actions of the operating 
divisions could not be intelligently taken. The Legal Division per- 
forms the necessary ftmction of seeing to it that the formalities are 
given due consideration and that no ultra vires acts are attempted. 
The Legal Division also will presumably be entrusted with whatever 
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compliance machinery may be established. The Accounting Division 
examines the cost and financial data of individual companies and 
entire industries and assists in determining the reasonableness of 
price actions and of claims for exemption from price schedules. 
Industry-wide surveys of costs, it is expected, will be conducted by 
the larger accounting staffs of other governmental agencies, working 
in collaboration with our Accounting Division. 

Fundamental Purpose of Opacs 

I always find myself apologizing, in talking to a business-wise 
group like this, when I approach the explanation of why it is im- 
portant that Opacs* job be well done. Occasionally, the best of us 
forgets the clearly essential ends to be achieved when the difficulties 
of doing an unpleasant job seem overwhelming. It is worth while, 
therefore, even at the risk of boring some of you, to call attention 
to a few facts. 

Probably all of you have seen charts which depict the history of 
prices in this country during the last 150 years. You have seen in 
such charts three striking peaks, like mountain ranges towering 
above the plains. These peaks have occurred during major warfare 
— one about 1812-15, one about 1861-65, and one about 1918-20. 
Each one seems to be attempting to outdo the others in steepness, 
and all have a common feature to which I should like to call special 
attention: the down side is just as steep as the side going up. 

When I was in high school I spent a lot of time on Latin, and 
among other things I read Virgirs Aeneid. In this poem Virgil 
takes occasion to make a comment which, freely translated, means, 
*‘The down-hill road to Hell is a fairly easy one to travel, but the 
way back up is difficult and painful.*' In case of prices, Virgil's 
statement holds true in reverse. The way up is the easy one, and 
the down-hill road is beset by many difficulties. Again reverting 
to my early training, we were taught in our economics courses in 
college that periods of rising prices are periods of optimism. Goods 
tend to change hands freely; stock markets are busy; investments 
are made; employment increases; production rises. The political 
party in power likes periods of this sort because its chances of re- 
election are bright. Such periods have their darker aspects, of course, 
but they are usually forgotten. The bondholder, the salaried employee 
and the other fixed-income people find that their purchasing power 
has declined. Since not all prices rise simultaneously and uniformly, 
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many economic readjustments are necessary. These are minor pin- 
pricks, however, and are likely to be overlooked in the hustle and 
bustle of expanding activity. 

Now, see what happens when prices go down. Inventory “profits” 
are replaced by losses; stocks go down; industrial operations are 
suspended; workers lose their jobs, and those who don’t have their 
pay cut ; profit and loss accounts are balanced by red figures ; pessi- 
mism prevails; economic readjustments are both more numerous 
and more painful. 

Most of you remember what happened in 1921. The honeymoon 
was over. Prices, which had reached a dizzy height, dropped with 
a thud. The business community awoke as from a hypnotic dream. 
What had seemed to be profits melted away like the proverbial 
snowball. I have yet to hear anyone say that he would like that ex- 
perience repeated. Every businessman who comes to Washington 
approves and applauds the plan to keep prices on a more sensible 
basis this time. 

What we are trying to do, then, and with your help and that of the 
rest of the business community what we will do, is to level that peak, 
so that the pathway down the other side will be neither so steep nor 
so long. In doing this, curiously enough, some of the grief which 
would attend that downward journey must be encountered now. We 
must frequently inject a note of pessimism into an otherwise rosy 
picture. We must often thwart apparent opportunities to make a 
profit out of the current situation in order to avoid the losses which 
would otherwise follow. Therefore, when we are condemned for 
being short-sighted obstructionists, when we take actions which are 
temporarily unpopular, when we are accused of being unrealistic, 
when we have to get tough to attain our ends, we can take comfort 
in the thought that we are vicariously suffering for those who would 
be trampled on the down-hill side ; and we know — for we have been 
told — that we have the fundamental approval of those who learned 
their lesson during the last war. 

In view of all this, it is unnecessary to dwell on the often quoted 
statement of Mr. Baruch that the last war cost the United States 
Government — ^which means you and me and all the rest of the tax- 
payers — 15 billion dollars more than it should have on account of price 
inflation. We are interested in reducing the cost of the defense pro- 
gram to the Government, of course; but we are far more interested 
in reducing the cost of the whole turn of events to the entire economy 
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Volimtary Agreements 

Opacs has not yet published a comprehensive statement of policy. 
Perhaps it never will. Some partial statements of policy, however, 
have been made by Mr. Henderson and other members of the staff 
in publications and addresses, and some inferences as to policy may 
be drawn from the actions which have been taken to date. 

One inference that may fairly be drawn is that we hope, as far as 
possible, to carry out the purposes for which we have been made 
responsible by voluntary action by industry itself. Agreements to 
maintain voluntary price ceilings have been, and are being, negotiated 
between individual members of industries and the Price Administra- 
tor. Some of these have been more or less formalized and given 
considerable publicity, while others have not. Such agreements relate 
to maximum prices only and permit any degree of selling at lower 
prices. Generally speaking, the agreements have not been made with 
every member of the industry in question; but, rather with a suffi- 
cient number to be representative and to control the bulk of the 
market. It might be supposed that those who have not signed up 
would feel free to sell at higher prices, and we have no doubt that 
this has occurred in some cases; but, in general, these voluntary 
agreements have worked very well. 

The advantages of voluntary agreements are obvious. Co-operation 
is always to be preferred to coercion. Voluntary agreements require 
no machinery for enforcement ; they tend to enforce themselves. Also, 
the voluntary method leaves considerable flexibility as to pricing and 
marketing methods, and leaves the marginal or peculiarly situated 
concern free to make its own adjustments. 

The imposition of a formal ceiling schedule does not do this. 
Formal price schedules are apt to be less generous than voluntary 
agreements, and exceptions can be granted only upon thorough exam- 
ination of financial data and other evidence that relief is required. 
The voluntary arrangement gives the well-intentioned business man 
a clear stake in its success, and it is to be hoped that this informal, 
flexible procedure will continue to flourish. 

Another fact which stands out from a study of the actions to date 
is that Opacs has no intention of being unreasonable and unrealistic. 
No schedule has yet been issued which does not provide for continu- 
ous study to observe its effects and to lay the foundation for needed 
revisions. All schedules provide for exceptions in cases of particu- 



PRICE CONTROL 


225 


lar hardship, and such exceptions have already been granted, to the 
complete satisfaction of affected parties. Such provisions obviously 
multiply the problems of administering the price schedules, but it is 
hard to see how the schedules could be both effective and fair with- 
out them. The alternatives would be arbitrary action which might 
result in putting members of industries entirely out of business, or 
price schedules so high as to require neither revision nor exception. 

Concerned with Three Kinds of Prices 

A study of the prices with which Opacs has thus far been chiefly 
concerned reveals a determination to put first things first. Three 
kinds of prices have engaged our principal attention: those which 
have the broadest effect upon the economy as a whole, such as steel 
and other basic raw materials; those which are most volatile and 
subject to speculative influences, such as secondary metals and items 
traded in on the commodity exchanges ; and finally, (and this should 
be of special interest to this audience) those which constitute the 
costs for later stages in production. 

This last preoccupation we have found to be one of our greatest 
sources of strength, since it has been possible in conversations with 
converters and fabricators to point out that we have been of material 
assistance to them in keeping costs down. We consider it a real tri- 
umph when we are able to assist an industry which is doing a good 
job of co-operation by reducing or stabilizing some of its costs. 

It would be a mistake to suppose that Opacs is solely concerned 
with those commodities which are used in large quantities by the 
military services. A part of the purpose of price stabilization is to 
minimize defense expenditures — but only a part. The cost of the de- 
fense program cannot be measured by Government expenditures or 
by the size of the national debt. The total cost can be expressed 
only in terms of the cost of living of the common man and of the 
disruption of economic processes and the changes in relative position 
of the several factors of production and commerce. It is this total 
cost with which we concern ourselves. This is well illustrated by the 
attention recently given to such commodities as black pepper and 
coffee. 

Attitude Toward Low Prices 

It would be a mistake also to assume that Opacs is interested in low 
prices and only in low prices. We intend to keep prices down, it is 



226 


SESSION III 


true, but not at the expense of production. In certain cases we have 
watched prices rise with the greatest equanimity, since it was evident 
that only by increases in price could we obtain that expansion of pro- 
duction which is the basic requirement of the defense effort. Such 
cases are few, however, and it is equally true that in many fields in- 
creased prices do not bring about added supplies. They merely serve 
to determine who gets the existing supply, a task which we should 
prefer to see accomplished in a better way. In certain cases, in fact, 
increasing prices may serve to dry up supplies by resulting in inventory 
accumulations and speculative hoarding. One of the best cures for 
hoarding is the certain knowledge that the price is not going up. 

A cardinal principle of Opacs is that price increases solely caused 
by increased demand will not be tolerated. Where price increases are 
not justified either by increases in costs or by the reasonable hope of 
increased supply, but are solely occasioned by a sellers’ market, no 
sympathy need be expected. Sometimes the party who increases his 
prices under these circumstances says that he is merely trying to dis- 
courage excessive demand — ^he is only fighting off too-insistent cus- 
tomers. You all know without my telling you that, however effective 
such a move may be in normal times, it has no effect now. Demand 
is inelastic. The buyer will pay whatever is asked in order to assure 
himself a supply. In fact, buyers are, broadly speaking, just as guilty 
as sellers of pushing prices up in many cases. When a buyer of a 
raw material sees his inventory slipping, and fears shortage of trans- 
port and other problems of supply, he is likely to bid prices up. That 
is perhaps the most serious single problem of price administration. 

Viewpoint Toward Two Reasons for Price Increases 

Two other attitudes of Opacs with regard to causes or excuses for 
price increases are worthy of comment. One is that, although we 
recognize the importance of actually sustained increases in costs, we 
look very imsympathetically on the notion that prices must be in- 
creased now to take care of vaguely feared cost increases which are 
expected at some indefinite time in the future. 

We fully appreciate the forward seller’s difficulties, but both the 
common practice of quoting no prices at all, and that of adding a 
substantial cushion to cover unforeseen events, are direct roads to 
the inflation and spiralling of prices which it is our job to prevent. 
Both practices are an open invitation to step in with a price schedule. 

Another argument with which we are frequently confronted is that 
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the particular concern or particular industry has suffered heavy losses 
over past years and must now be allowed to make these up. A varia- 
tion of this is the argument that the industry in question is one in 
which seven lean years follow every fat year. This — ^the year 1941 
— ^is the proverbial fat year, and we must let the industry put on 
a little fat to take care of the lean years ahead. There are several 
answers. One is that, after all, this fat year is a result of the de- 
fense program. It is not a natural, but an artificial business boom. 
The principle has been enunciated that we are to have no wartime 
millionaires. The putting on of fat, therefore, must be in strict 
moderation. Another answer is that already Congress has made the 
putting on of fat a pretty difficult operation, and that the surest way 
of creating strong sentiment for making it impossible is the attempt 
to obtain abnormal profits by excessive prices. Any business man 
who can see beyond the end of his nose must appreciate this. 

Adoption of Formal Price Schedules 

It is a temptation to talk about the formal price schedules which 
have been promulgated, as if they were more important than the many 
actions which have been taken to relieve pressure on prices in other 
ways. 

I doubt, as a matter of fact, if anyone in Opacs would fail to agree 
that the informal and sometimes little publicized actions which have 
been taken are of much more fundamental importance than the pub- 
lished price schedules. Such actions include the encouragement of 
imports, the discouragement of exports, the stimulation of produc- 
tion, the promotion of the use of substitutes, and, above all, the ever- 
lasting preaching of the gospel of price stability to individual business 
men and business groups, resulting often in nothing much more 
tangible than a proper frame of mind and sometimes in fairly tangible 
price agreements. These things have been the preoccupation of the 
entire organization since the Advisory Commission was established 
in May, 1940, No formal price schedule was even issued until Feb- 
ruary 17, 1941, and only nine have been adopted to date including 
one which was canceled. 

These nine price schedules are, however, worthy of some examina- 
tion. No less than five of them have covered secondary materials 
and products. The first schedule fixed maximum prices for second- 
hand machine tools, and four others deal with metallic scrap: alu- 
minum, zinc, iron and steel, and nickel. In all these cases the mar- 



228 


SESSION III 


ket was an extremely volatile one. In all cases the effectiveness of 
somewhat higher prices in bringing out additional supplies was un- 
questioned ; but, equally certain was the fact that a runaway market 
would cause hoarding and bring speculative gains in the greatest 
amount to the least patriotic and co-operative. In every case the 
commodity in question was an important cost element in a later stage 
of production. 

Recent Price Schedides 

Price Schedule No. 5 was an attempt to choke off panic and goug- 
ing in bituminous coal during the period of the strike. Here Opacs 
was fortunate in dealing with a price structure already well founded 
on bases provided by the Bituminous Coal Division. As soon as the 
danger was ended, the schedule was rescinded. 

Price Schedule No. 6, covering iron and steel products, also had its 
origin in a labor dispute, and was established to forestall a possible 
runaway situation in perhaps the most basic of all American indus- 
tries and the most important both from the military and the civilian 
viewpoints. It was issued with the express promise that due consid- 
eration would be given to its revision as soon as the effects of the 
wage increases in the steel industry could be properly evaluated. 

The most recent price schedule, No. 9, covers domestic hides, kip 
and calfskins, including transactions in futures on the Commodity 
Exchange. The schedule was issued in order to check heavy for- 
ward buying of hides and leather products based on unwarranted 
fears of a hide shortage. An interesting feature of the Schedule is 
that it provides no differentials or seasonal adjustments for various 
grades of hides. It is stipulated that in no case shall the price of any 
grade exceed IS cents a pound, thus leaving the development of 
differentials and seasonal adjustments to the normal operation of the 
market. This schedule also clearly illustrates the desire of Opacs to 
maintain, as far as possible, the normal channels of distribution. 

Cost Aspects of Price Schedule Covering Combed Cotton Yarn 

Some comment on the cost aspects of Price Schedule No. 7, cover- 
ing combed cotton yarn, may be of interest. This schedule was issued 
only after the market, in that important element of cost for subse- 
quent stages of the textile industry, had run away with itself. With- 
out passing any judgment as to who or what was to blame, it had 
become evident that inflation in a serious form had struck this partic- 
ular segment of the market. There was a substantial increase in the 
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prices of combed yarn between August and December, 1940; the 
price of 30s single, for example, rising from an August average of 
31.30 to 37.00 in December. During January there was very little 
change in combed yam prices, but in the first week of February they 
again began to increase. By May 1, when a conference was held with 
representatives of the spinners, 30s single had increased to 49 cents 
from 37 cents in the latter part of January, or by almost 33 per cent. 
There were further increases after the conference and the quotations 
reached an average of 51 cents by May 17, when it was decided 
that a price ceiling was necessary. Over the whole period from 
August, 1940 to May 17, 1941, the price of this particular count had 
increased approximately 65 per cent and had reached a level of 6j4 
cents higher even than the 1937 peak. 

The increased prices of combed yarn were not, except to a limited 
extent, necessitated by increases in the cost of cotton. In other 
words, the price increases resulted in substantial increases in the 
gross manufacturing margins of the combed yam spinners. Thus, 
the cotton cost for a pound of 30s combed yarn averaged 16.06 cents 
in August, 1940. By the week ending May 17, 1941, the cotton cost 
had increased to 19.33 cents, or by slightly over 20 per cent. Mean- 
while, the gross manufacturing margin for 30s single increased from 
an average of 15.24 cents in August to 32.17 cents by the week end- 
ing May 17, an increase of over 110 per cent. This level of manu- 
facturing margins is over 40 per cent higher than the average margin 
in the peak month, April of 1937. 

There may have been some increases in the other costs involved in 
yarn manufacture. To date, however, the actual increase in labor 
cost would probably only justify an increase in the manufacturing 
margin of 5 per cent since August, 1940. Any such increases have 
been largely compensated for by volume operations. According to 
information from the Cotton Textile Institute, the average number of 
hours operated per active spindle in combed sales yam was 72 in 
August, 1940. In the last two months, the average hours of opera- 
tion ranged from 95 to 100. This greatly increased use of existing 
machinery must certainly have resulted in all the savings in overhead 
which come from capacity operations. Thus the period under dis- 
cussion must have been one of considerable profit for those spinners 
who sold 3^am at the levels existing since the first half of the year. 

In the meeting on May 1, representatives of the spinners stated 
that current price levels were to a large extent fictitious. Actually, it 
was said, very little yam had been sold at such prices, since the price 
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at which the yarn in production (as of May 1) had been contracted 
for averaged about 36 cents. The spinners indicated they did not 
favor current price levels, and, in fact, that the level which would 
call forth the maximum output of combed yarn had been passed sev- 
eral weeks before. 

This is substantiated by the fact that by the middle of March, 
when the price of 30s single reached 42 cents, 72,000,000 pounds of 
combed yam sales had been booked for future delivery. This equals 
about five months' production. Apparently, spinners of combed 
yam found a price which averaged considerably less than 42 cents 
attractively remunerative in the first three months of this year. 

The conclusion to be reached from the price and margin increases 
and from the spinners' statements was that an uncontrollable price 
trend had set in. In view of the fact that combed yam constitutes an 
important taw material in textile processing, it was deemed of great 
importance to exercise some control over the price by official means. 
When the schedule was issued the price of 30s single was set at 42 
cents, which )rields a manufacturing margin of 22.67 cents, or almost 
SO per cent higher than the margin obtaining in August, 1940. 

Price Schedules as a Last Resort 

Thus a review of the formal actions taken to date does not reveal 
any very radical tendency in the direction of either arbitrary or all- 
inclusive price control. Price schedules have been used only as a 
last resort. We prefer other methods as being at once more flexible 
and more efficacious. In general, we have found industries most 
willing to co-operate and more than anxious to keep their own back 
yards swept and dusted. 

The importance of Opacs' mandate and methods to you, as cost ac- 
countants, should be fairly clear. Its importance to you as citizens and 
consumers needs little more than mention. Most of you are in the 
fixed-income group whose standard of living will be adversely affected 
by undue rises in general — ^and it should be noted that unreasonable 
increases by your own firms inevitably contribute their bit to the tide. 
Many of you are in a peculiarly vulnerable position if and when the 
tide recedes from an unjustified level. You are overhead, as many of 
you discovered during the late depression. As citizens you are vitally 
interested in the success of the defense program, and it is my belief 
that spiralling prices constitute a grave threat to the defense program 
and the financial stability of the nation. 
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The Cost Accountant and Price Stability 

As cost accountants you have two very important functions with 
respect to price stability. In the first place, you are advisers on price 
and production policies. This function cannot be intelligently per- 
formed in these days without taking into account the possible elfects 
of certain policies on the general price level and the success of the 
defense effort. Obviously, proposals to increase prices should be 
scrutinized with extraordinary care to see if the increases are actually 
necessary and what their long-term effect will be. Obviously, also, 
questions of stepping up the pace of operations, of plant expansion, 
and of reopening old facilities should be regarded in the light of 
probable benefits to the defense program, and to the country as a 
whole, rather than with an eye solely on the balance sheet. Occa- 
sional disr^ard of a few dimes in the stockholder's pocketbook this 
month or this year may pay long dividends in sustaining the demo- 
cratic regime in which the stockholder prefers to live. The value of 
that is very great ; the price is very small. 

To get somewhat more technical, I should like to point out what I 
consider a very real danger in the current situation from the stand- 
point of the cost accountant — a. danger which I know some of you 
have already recognized and against which you are striving to guard. 
I refer to the laxity in controlling costs which is bound to show itself 
in times of bustle and prosperity. The cost accountant, as I have re- 
marked before, is in a peculiarly vulnerable position. In times of 
stress, when business is at a low ebb and the well-conceived econ- 
omies which the cost accountant is able to bring about are most 
greatly needed, he is apt to be among the first to get the ax; the un- 
feeling employer cuts him off just when he could be at the greatest 
peak of his usefulness (granted, of course, that this is sometimes the 
cost accountant's own fault). Contrariwise, in periods of boom and 
prosperity, the cost accountant's pleas for economy — for strict control 
of costs — ^are apt to fall on deaf ears. Why bother with such details 
when it is so much easier to open the spigot a little wider and let an 
enlarged flow of incoming dollars do the trick? 

This reckless disregard of all the things for which you have been 
fighting — ^as amply evidenced by the briefest perusal of the subject 
matter of twenty-two International Cost Conferences — ^is one of the 
most serious enemies of price stability. 

Determined efforts on your part to maintain the gains you have 
made along the lines of sound management will not only preserve 
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the position in industry which you have attained, but will constitute 
an important contribution to the efforts which we in Washington are 
making to meet the problems of the present emergency. 

Chairman Russell : Professor Taggart, I would like to express 
our appreciation of your splendid paper. I have reason to know 
that Professor Taggart is working twelve or fourteen hours a day, 
and we certainly appreciate his preparing a paper under these cir- 
cumstances. 

For our second paper this morning, we have gone directly to an 
industrial accountant who has been wrestling with defense contracts 
in the airplane field. Mr. Joseph P. Healey is going to talk to us on 
^‘Defense Contracts and the Industrial Accountant.'* Mr. Healey 
received his training in business administration at the University of 
Buffalo. He began his business career with Pierce Arrow. In 1928, 
he joined the Curtiss Airplane & Motor Company as Assistant Treas- 
urer, and when that Company was absorbed by Curtiss-Wright 
Corporation, he became Assistant Treasurer of Curtiss-Wright Cor- 
poration. He is also Controller of the Airplane Division of the 
Buffalo Plants. 

Mr. Healey is also an army officer, holding a commission as First 
Lieutenant of Infantry in the United States Army Reserve Corps. 
He has been active for some time in the management of the Buffalo 
Chapter and is first Vice President of that Chapter. Mr. Healey. 


DEFENSE CONTRACTS AND THE INDUSTRIAL 
ACCOUNTANT 

Joseph P. Healey 

Assistant Treasurer, Curtiss-Wright Corp., 

Buffalo, N. Y. 

T here is much more to be said about the industrial accountant's 
role in the present defense program than could be said within 
the time allotted. This paper is not presented from a technical angle, 
but rather from a practical angle, pointing out how various problems 
in connection with defense contracts have been dealt with. It should 
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not be construed as an interpretation of the law, generally accepted 
practice, or the approved solution. 

The process of girding the loins of the nation has become a job 
of first rank in which all of us are feeling the impact in varying de- 
grees. One fact is certain at least: All of us have a common job — 
the job of seeing to it that we do the best we can, of as much as we 
can, toward providing the nation, not only with its requirements in 
armaments and munitions to supply war needs, but also continuing to 
provide the material items upon which depend the well-being of the 
civilian population. As we go along this road more of us day by day 
will begin to take part, either immediately or remotely, in business re- 
sulting from defense contracts. We may become prime-contractors 
or sub-contractors. The closer we approach prime-contracting, the 
more sharply we become aware of varying degrees of control : control 
over raw materials, labor, power, transportation, capacity, and capital ; 
control over quality and quantity; control over price, and over cost. 
Not only is control from without inevitable, it is also necessary, we 
must all agree, whether we like to or not. 


Role of the Industrial Accountant 

Our role as industrial accountants is not a simple one. Our prob- 
lems, as well as those of other professionals, will become increasingly 
more complex. To us particularly, however, is handed the responsi- 
bility and burden of meeting adequately, satisfactorily and justly, the 
many types of accounting needs which are developing. It is our job 
to protect the interests of the industrialist and those of the Govern- 
ment. At times, perhaps to us altogether too often, it will seem that 
these interests are divergent, incompatible and irreconcilable; but 
fundamentally, they are common in the one basic incontrovertible fact 
that the cost of those products sold xmder defense contract business 
must be a fair and reasonable cost; a cost which makes for a price 
out of which there can be no profiteering, but one which guarantees 
the producer a just return on his outlay. As accountants it is our job 
to see that every legitimate allowable cost, under cost concepts which 
have grown from the various laws and reflations affecting defense 
contract business, is included to the last penny, and that not one 
penny of unallowables are. While we may not wholeheartedly agree 
with the philosophies under which many unallowable costs have been 
so classed, we must, neverthless, abide by the rules. Speaking realis- 
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not be construed as an interpretation of the law, generally accepted 
practice, or the approved solution. 
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more sharply we become aware of varying degrees of control : control 
over raw materials, labor, power, transportation, capacity, and capital ; 
control over quality and quantity; control over price, and over cost. 
Not only is control from without inevitable, it is also necessary, we 
must all agree, whether we like to or not. 
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Our role as industrial accountants is not a simple one. Our prob- 
lems, as well as those of other professionals, will become increasingly 
more complex. To us particularly, however, is handed the responsi- 
bility and burden of meeting adequately, satisfactorily and justly, the 
many types of accounting needs which are developing. It is our job 
to protect the interests of the industrialist and those of the Govern- 
ment. At times, perhaps to us altogether too often, it will seem that 
these interests are divergent, incompatible and irreconcilable; but 
fundamentally, they are common in the one basic incontrovertible fact 
that the cost of those products sold under defense contract business 
must be a fair and reasonable cost ; a cost which makes for a price 
out of which there can be no profiteering, but one which guarantees 
the producer a just return on his outlay. As accountants it is our job 
to see that every legitimate allowable cost, under cost concepts which 
have grown from the various laws and reflations affecting defense 
contract business, is included to the last penny, and that not one 
penny of unallowables are. While we may not wholeheartedly agree 
with the philosophies under which many unallowable costs have been 
so classed, we must, neverthless, abide by the rules. Speaking realis- 
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tically, I may point out that the pill may tie a bitter one; but the 
sooner it is taken, the sooner one is rid of it. I think a most bene- 
ficial step toward reconciling our thinking in this matter of cost is to 
consider the Government's attitude which, according to Don Russell, 
has traditionally been to consider cost, not the “actual cost to the con- 
tractor" but the “actual cost of benefit to the Government." 

In 1932, almost a decade ago, there was born out of a series of de- 
liberations instigated by the principal manufacturers of airplanes and 
aviation engines, in which the Army Air Corps Audit Section played 
a prominent part, a uniform system of accounting for the aircraft 
industry. It was purposely designed to be a broad outline, one under 
which considerable latitude was existent. There has been distributed 
to you a copy of the Master Chart of Accounts set up at that time. 
(See Exhibit 1 at the end of the article.) I think the basic features 
of the system are today followed by most, if not all, manufacturers 
of airplanes and engines. This is introduced at this point, not to 
indicate that you should expect the Army, Navy or other government 
offices to come into your industry or individual concern and set up a 
definite system of accounting, but rather as some small evidence of 
the fact that you have reason to expect a great deal of co-operation 
from government auditors. I don’t believe there is any ground for 
apprehension that your existing accounting system will be upset or 
remolded by government auditors so long as it is capable of produc- 
ing the required information for the ascertainment of cost as circum- 
scribed in the effective laws and regulations. As a matter of fact, the 
Government has not been unreasonable in cost determinations. 

Cost Determination and Government Regulations 

We have been talking about costs and therefore it is logical to pro- 
pound the question ; What type of cost keeping must be followed ? 
This question cannot be answered briefly nor specifically. First of all, 
we must bear in mind that the Government is primarily interested in 
costs specified under the effective acts and regulations, of which the 
Vinson Act (also known as the Vinson-Trammel Act) as amended 
by the second Revenue Act of 1940 (Excessive Profits Tax Act) ; 
T. D. 4906, T. D. 4909, and T. D. 5000 are perhaps the ones which 
will govern in most cases. While these refer specifically to naval 
craft and aircraft for the Army and Navy, it seems quite probable 
that T. D, 5000 in particular will be adopted as a basic cost-defining 
doctrine for application to defense contracts issued by other branches 
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of the Government. T. D. 5000 may very well be regarded today as 
the bible for the aircraft industry and that it may become so for all 
other industries, as well, in so far as defense contracts are concerned, 
is not outside the realm of conjecture. 

Auditors for the Government are being stationed at most plants of 
prime-contractors and large sub-contractors; however, those plants 
which do not have a resident auditor will be subject to audit by trav- 
elling auditors who will make exhaustive studies and check your costs 
minutely. We have enjoyed good relationships with these repre- 
sentatives of our best customer and commend them to you, if you 
have no skeletons in your closet. 

Exhibit 2 is an outline of the principal features regarding account- 
ing in T, D. 5000. I call your attention particularly to the section 
under Methods of Allocation Ordinarily Accepted. One thing which 
is noteworthy is the fact that the basis of distribution is direct labor 
except in the case of administrative, order and bidding, and service 
expenses. The use of direct labor as a basis for distribution pre- 
sumes that you will have an opportunity of recovering overhead ex- 
penses on an equitable basis, provided there are no radical differences 
in departmental operations, and that products requiring a large share 
of operations from high overhead rate departments, or vice versa, 
wouldn’t be purchased by the Government to the exclusion of others. 

To illustrate this point, let us take the case of a manufacturer hav- 
ing a large machine shop, with expensive equipment and several 
bench departments where hand operations are many and capital in- 
vestment is comparatively small. Obviously, the use of an over-all 
average overhead rate on all operations would be to the benefit of the 
Government if only machined parts were contracted for from that 
manufacturer. A remedy in such a situation is the use of separate 
overhead rates for separate departments. This is an especially im- 
porteUit factor when estimating prices for defense contracts. 

In the case of airplane manufacturers, the use of an over-all 
average rate, while perhaps not theoretically and technically correct, 
may be justified in the light of practicality and expediency in con- 
sideration of the fact that as a general rule a sufficient proportion of 
spare parts is usually ordered and results in fabricating operations 
in all departments in such proportions as to minimize the dangers of 
loss through unbalanced production which may be present in an over- 
all average rate. 
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Material Costs 

I need make no extended academic discussion of what are, and 
what are not, material costs; nor, on the distinction between direct 
and indirect materials. Instead, I shall devote a little time to the im- 
portance of careful accountings for materials, to wit : 

(a) Internal control on payment of vendor's invoices require proper receipt 
of the goods in quantity and quality specified, evidenced by adequate 
records. 

(b) Requisitions for withdrawals from stores must be complete and 
authentic. 

(c) Pricing must be uniform and on a sufficiently sound basis so that prices 
used in charging materials to production can be substantiated by evi- 
dence in paid invoices if it becomes necessary to produce such evidence 
for government auditors. 

I can cite cases in our own experiences in which there have been 
turned back for correction, material requisitions involving adjust- 
ments of less than $25, regardless of the fact that the contract 
affected was one valued in millions of dollars. 

Waste and spoilage losses, as we all know, should be segregated 
into normal waste and definite spoilage elements. The question arises 
as to how these may be treated in defense contract costing. There is 
ground to adopt the stand that normal waste is a legitimate cost and 
is allowable in every case; spoilage resulting from operating causes 
also would seem to be an allowable cost chargeable to the specific con- 
tracts against which operations are being performed. A third type, 
which is more of a pseudo-spoilage, results from engineering changes 
originating with government engineers after a contract has been en- 
tered into. This, I venture to say, is unanimously agreed to be an 
allowable cost against the specific contract. 

Is the element of waste and spoilage preferably handled as a direct 
cost item or as an overhead item? I think argument pro and con can 
be developed with little difficulty. It seems obvious that the rule of 
reason must prevail and each case must be handled on its merits. In 
some instances treatment either way may make little difference; in 
others possibly only one way can be followed. The important point, 
however, is that those engaged in producing for both defense con- 
tracts and for ordinary commercial purposes may be well advised, if 
it is possible to do so, to see that costs from spoilage and waste inci- 
dent to commercial production, are not included among those on 



ACCOUNTING FOR DEFENSE CONTRACTS 237 


defense production, as may conceivably result when they are treated 
as overhead items. 

Treatment of income from sales of scrap and defective materials 
will follow the same general rule. Credit to defense contract costs 
should be made for scrap sales resulting from production on the 
contract. This, of course, may from a practical angle be difficult to 
follow, especially if the eflEort necessary to maintain accounting segre- 
gation is beyond reasonable proportion ; yet it might be necessary at 
some later date to prove that a reasonable effort to do so had been 
expended and that in the final analysis the end result would have 
shown little effect. 

A very difficult problem occurs in the case of inventory losses of 
the type resulting from reduction of book value to the cost-or-market, 
whichever-is-lower basis. 

Labor Costs 

Careful timekeeping, to a greater degree than ever before, would 
seem to be the order of the day if labor cost control from this ap- 
proach is a proper one ; and in my opinion it is, especially in the case 
of producers doing work on defense as well as non-defense produc- 
tion. 

Treatment of excess cost due to overtime may possibly be an im- 
portant question. Is overtime due to expanding production volume or 
to inefficiency? Is it due to shortage of skilled employees? Is it due 
to defense contract work or to commercial work? To which is it 
legitimately chargeable? These are some of the questions which will 
occur to the accountant The best policy in attempting to decide the 
course of procedure in treatment will stem from the rule of reason 
and the doctrine of supportable action. If an impartial analysis of 
the attendant circumstances indicates that the prime cause for the 
overtime is defense contract work, then it would appear legitimate to 
charge such costs to such work. On the other hand, it is generally 
a matter of considerable difficulty, if both commercial and govern- 
ment work is produced, to determine which type of production is 
causing the overtime; consequently, the most equitable method, and 
the one followed by certain airplane manufacturers, is to consider 
overtime as an overhead item. In this manner each type of produc- 
tion, commercial and defense, bears a share proportionate to the vol- 
ume thereof, as based on the direct labor cost of each. 
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Overhead Costs 

The best guide to treatment of overhead costs is T. D, 5000. If the 
volume of defense production is fairly large, it might be advisable 
to make some changes in the accounts to the end that unallowable 
costs are segregated into special accounts and thus facilitate the 
preparation of reports and the determination of overhead rates. 

Although it is specified in T. D. 5000 that overhead is to be allo- 
cated on the basis of direct labor, it would hardly seem reasonable to 
assume that the Government will require those concerns which have 
been using different methods of allocations, to change, if such methods 
have been long established and have been built up on an equitable 
basis. It would seem that again each case must rest on its own 
merits. A thought to be considered with interest in this connection 
is that if the direct labor basis of allocation of overhead does not 
result in costs that are inequitable, nor costs which differ too much 
from whichever method is currently in use, then it might be well to 
change to the direct labor basis. After all, it is no uncommon thing 
in normal business for concerns to fit certain procedures to satisfy 
the requirements of large customers, particularly if those customers 
are good customers ; and who can deny that Uncle Sam is rapidly be- 
coming the most important customer of many of us ? 

An interesting problem is encountered with respect to the time basis 
for determination of an overhead rate. If a contract is produced over 
a period longer or shorter than a year what rate of overhead applies ? 
Generally speaking, government auditors may be expected to calculate 
a rate based on the length of time during which production on the 
contract was in effect, even though this period extended more or less 
than a year. 

Special tools necessary to the manufacture of a specific model are 
recognized as an item of cost and included in selling price of the 
airplanes. The labor to construct such tools in the manufacturers’ 
plant is considered as Direct Labor-Special Tools in connection with 
performance of that contract, and bears its share of overhead. 

Production in Excess of Normal Capacity 

Production in excess of normal capacity, if continued for any 
length of time, also brings attendant problems to the accountant. 

If, under normal conditions, a plant is able to attain its capacity by 
operating one shift, additional cost is incurred by paying a premium 
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to employees to work a second or third shift. This changes their base 
rate for computing time and one-half or double time payments to 
those employees. If operating on standard cost, these rates will cause 
variations which must be recognized. Continued production in excess 
of normal capacity also requires a large influx of new employees 
which may require more tooling in order that maximum production 
may be attained in the minimum of time. 

The problems arising from continued production in excess of nor- 
mal capacity are many, but one item in particular is depreciation of 
equipment. The Commerce Clearing House recently published the 
following: “Normal and Abnormal Depreciation: Normal depre- 
ciation only is to be included in overhead expense. Depreciation in 
excess of the normal amount, which may be warranted in a particular 
case, will be shown separately with detailed explanation of the cir- 
cumstances. Where plants are operating on two shifts, the depreda- 
tion rate may reasonably be 150 per cent of the normal rates for a 
single shift. Where the plant is operating on three shifts, the de- 
preciation rate may be extended to 200 per cent of the normal rate.” 
This appears to be a general statement of policy of rather broad ap- 
plication. The Treasury Department will have to be looked to for 
proper action on this matter. It is entirely possible that obsolescence 
rather than wear and tear is the reason why accelerated depreciation 
is not allowed for more than one-shift operations, on the theory that 
the additional wear can be repaired and the expense charged to the 
period in which the expense was incurred, and obsolescence cannot 
be established until an asset is actually retired. 

Airplane manuacturers have inaugurated schools for training young 
men in specialized kinds of work and this expense becomes an added 
cost to the manufacturer for the supervision, tools, building rental, 
material, insurance, etc., to continue such schools, which are operated 
without tuition fees, usually off the premises, to train large numbers 
of new employees. 

Other accounting problems may arise, in the case of large organiza- 
tions, in connection with extraordinary travelling and moving ex- 
penses incident to transfer of employees from one plant to another. 
The automobile manufacturers, who are now building tanks or air- 
craft engines, have taken many of their employees to form a nucleus 
organization in their new undertaking, and in some cases the geo- 
graphic locations of the plants are such that it is necessary to move 
employees, their families and homes, to another location, and un- 
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doubtedly they will be obligated to pay the cost of returning these 
employees to their original status, which will include paying trans- 
portation expenses for them, their families, their household goods, etc. 

Plant rearrangement costs may be heavy. To cope with the present 
emergency our Government has created an agency known as the De- 
fense Plant Corporation, which is a subsidiary of the Reconstruction 
Finance Corporation, to build and equip plants for the production of 
needed defense supplies. This is an item of cost which may have to 
be borne by the manufacturer at the end of the emergency, during a 
period of retrenchment when plants which have been operating far 
beyond any previous capacity have to be rearranged for purposes of 
normal, or even sub-normal, civilian-goods production. This may 
involve not only equipment changes within departments and single 
plants, but extend even to plant locations. 

Billing the Government 

Doing business with the Government brings to the contractor many 
new and special requirements not generally the rule in everyday com- 
mercial transactions. There is a far greater degree of rigid insistence 
that invoices show data which is meticulously correct and to the letter 
of the requirements laid down by the U. S. Comptroller General. 
Invoices are generally required to be submitted in anywhere from 
five to eight copies. They must carry a certification by an officer of 
the corporation submitting the invoice that the bill is correct, just, that 
payment has not been received, and that taxes have not been included. 
All reference data such as government contract number, dates, de- 
scriptions, unit prices, quantities, extensions, etc., must be letter and 
figure perfect. 

These requirements are understandable. Government funds are 
to be disbursed and strict care and authority is requisite for the pro- 
tection thereof, even to the extent of “too much red tape.” 

Cash discount procedure is different from the usual commercial 
practice. So far as the Government is concerned, dating starts only 
after the Government has accepted the goods, which means after in- 
spection. Considerable time ordinarily elapses, therefore. 

I could think of no better guide, or bible, on the subject of billing 
the Government than the advice embodied in the material given you 
as Exhibit 3. This resume of pertinent points was prepared and pre- 
sented by Mr, L. M. Nichols, of the General Electric Supply Cor- 
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poration, Bridgeport, Connecticut, at a recent Convention of the 
American Management Association at New York. 

Inspection standards and requirements of the Government are very 
high. It is almost an essential that a manufacturer’s inspection stand- 
ards match those of the Government, as a high rate of rejects results 
in increased cost and loss to the manufacturer. Purchase orders for 
materials, parts, etc., should indicate not only the Government speci- 
fications, but also that they will be subject to government inspection, 
and where they are to be inspected, because inspection may be at the 
source or at the receiving point. Incidentally, copies of the purchase 
order should be given to government representatives (auditors and 
inspectors, for example) and unless these state that government in- 
spection is called for it will not be done, thus resulting in delay. 

The Nature of Government Contracts 

Government purchasing may be put into two broad classes : 

1. Normal civilian purchases. 

2. Military and civilian defense purchases. 

It is primarily with the latter type that we are concerned these 
days. Contracting agencies are many and widespread, but in general 
those associated with the latter class may be grouped under: 

1. War Department Procurement 

2. Navy Department Procurement 

Probably it would be advisable to mention also a third group in 
view of the rapid expansion of productive capacity through R.F.C. 
financing. This group would include purchases under the Defense 
Plant Corporation. 

Of two general typts of contracts we will perhaps be concerned 
with supply contracts rather than construction contracts, as the latter 
chiefly cover public work projects. Contracts may then be classified 
as: 

1. Fixed-price contracts. 

2. Cost-plus-fixed-fee contracts. 

An important distinction must be borne in mind that the latter is 
not the same as the old type cost-plus contracts which are now out- 
lawed. As government contracting continues to expand, the cost- 
plus-fixed-fee contract is gaining wider use. 
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There is one important feature about government contracts in that 
thqr possess special elasticity. In private contracts the liberties for 
deviation from the stipulated covenants are ordinarily few ; but the 
feature of flexibility, which is evidenced by a considerable number of 
special clauses — too many and too involved to discuss here — ^is present 
in government contracts. The use of such special clauses is justified 
by the fact that rapidity of performance on the part of the manufac- 
turer is of the essence. If the manufacturer is to be encouraged to 
produce quickly and with speed, other restrictive factors usual to a 
contract must be shaped to yield to that end. 

Just to mention a few kinds of special clauses, there are those per- 
taining to : 

a. Adjustments dealing with price (spedfically, escalator provisions). 

b. Quantity and options. 

c. Changes — dealing with methods as to how a contract may be changed. 

d. Damage — dealing with damages and penalties for failure to perform in 
accordance with contract. 

e. Advance and partial payment. 

f. Special provisions. 

g. Termination. 

In addition to special clauses, another form of contract modification 
to obtain flexibility is in the making of supplemental contracts. 

This flexibility or elasticity, which is a characteristic of govern- 
ment contracts, may possess for the manufacturer disadvantages as 
well as advantages, and the contractor who bears this in mind will be 
well advised. 

Financing Contracts 

Financing for contracts may be arranged with the government 
agency making the contract. As a rule the supply contract will in- 
clude a provision that advances up to 30 per cent of the total value 
of the contract may be made to the prime-contractor. The details of 
how, under what conditions, the security, the liquidation, etc., are 
generally embodied in a supplemental contract. As deliveries are 
made by the contractor, pa 3 mients for them are made on the basis of 
the contract value less the amount of the actual money drawn as ad- 
vances, i.e., if only 10 per cent of the contract value has been drawn 
in advances, deliveries are paid for on the basis of 90 per cent. 

Partial (or progress) payments may also be arranged for in addi- 
tion to advance payments. In some cases a prime-contractor may 
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draw the entire amount allowable as advance payment (30 per cent 
of contract value) but as yet make no deliveries, and need additional 
funds. Under arrangement for partial payment he can obtain the 
additional funds. However, pro-dsions for partial payments should 
likewise be negotiated with the contracting officer at the time the sup- 
ply contract is negotiated. 

One interesting, and sometimes very troublesome, feature refers 
to the security required for the advance. The funds advanced may 
be placed in escrow. In one particular contract the security required 
was that advanced funds (in this case placed in escrow) had to be 
covered by either cash in the escrow fund, or actual inventory of 
work in process to be used for the supply contract being financed. In 
short, the advance had to be covered by an equivalent sum total in 
cash and inventory of work in process. Following, is a typical clause 
to illustrate this : 

If the cost of all materials and inventory and work in process in the hands 
of the Contractor and Sub-Contractors to whom partial payments have been 
made, to the extent thereof, for delivery under the supplies contract, falls 
bdow the amount of unliquidated advances less the balance on deposit, the 
Contractor shall deposit out of payments made by the Government the amount 
of such difference . . . 

and the following part of a clause referring to use of the funds ad- 
vanced which is also of interest : 

. . , partial payments, as hereinafter limited, to sub-contractors, not to aggre- 
gate more than dollars for: 

(a) Sub-contractors’ engineering expense 

(b) Sub-contractors’ tooling expense 

(c) Sub-contractors’ materials 

(d) Sub-contractors’ direct labor 

(e) Overhead at a rate not to exceed one hundred per cent (100%) of sub- 
contractors’ direct labor and sub-contractors’ tooling and engineering 
labor attributable to work done on the Supplies Contract. 

The application for advance payments generally calls for : 

(a) Amount desired 

(b) Amount and character of supplies contract involved 

(c) Terms of liquidation of advance 

(d) Necessity for the advance 

(e) Security offered 

(f) Financial position, general character and responsibility of contractor 
requesting advance (certified financial statement not older than six 
months). 
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Sub-contractors and Sub-^anufacturers 

A firm may be a sub-manufacturer yet not a sub-contractor. It 
may be a prime-contractor on some orders, sub-contractor on others, 
and sub-manufacturer on still others. A sub-contractor becomes sub- 
ject to statutes, regulations and orders which might not affect a sub- 
manufacturer. The fact that a firm may be manufacturing for 
and/or supplying a prime-contractor does not in itself make the firm 
a sub-contractor. 

It is most important, therefore, that the status with respect to a 
particular order be discovered. A definition of “sub-contractor’* is 
laid down on general terms in a promulgation by the U. S. Comp- 
troller General (Vol. 18 Comp. Gen. 633-A-93931 Feb. 2, 1939) to 
wit: 

A sub-contractor has been defined by the courts as one who enters into a 
contract express or implied, with a contractor, to perform part or all of the 
latter’s contract. ... If one performs in accordance with the specifications 
governing the original contract he is a sub-contractor; if not, he is merely a 
material-man. 

Notwithstanding this promulgation, considerable caution must be 
exercised in drawing any conclusions as to sub-contractor status, for 
the term may be defined differently by the wording of certain con- 
tracts as well as various regulations and administrative interpreta- 
tions. 

Direct relations of both sub-manufacturer and sub-contractor are 
with the prime-contractor and not the Government. Sometimes these 
relations become quite complex and bring attendant accounting prob- 
lems. 

As supplies of various strategic materials are more and more be- 
coming subject to restriction, sub-manufacturers and sub-contractors 
find difficulty increasing in greater proportion than do prime-con- 
tractors. I know of situations in which the only way a prime- 
contractor could obtain performance on contracts with sub-manu- 
facturers was to procure the materials required and furnish them from 
his own stocks, or purchase them for direct delivery to the sub-manu- 
facturer. The resulting accounting routine involved placing a pur- 
chase order with a materials supplier, instructing delivery to sub- 
manufacturer, pa 3 dng materials supplier's invoice, and then in turn 
invoicing the sub-manufacturer. 

Frequently, and probably generally, the price at which a prime* 
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contractor is able to obtain materials on behalf of a sub-contractor 
differs from that used by the latter in the price of the parts on the 
original purchase (between prime-contractor and sub-contractor). 
This results in the prime-contractor finding it necessary to (unwill- 
ingly) a profit or absorb a loss on the materials, or else have the 
original purchase price for the parts (not the materials) revised. 
This has the characteristics of a merchandising operation which is not 
the essential business of the prime-contractor, yet into which he is 
forced by circumstance. And what is the proper accounting treat- 
ment of the profit or loss in relation to the supply contract with the 
Government ? 

Rework cost is another little thing to amuse the accountant. When 
parts received from sub-contractors do not meet inspection, they must 
be rejected. They might be sent back for replacement or they might 
be reworked in the prime-contractor’s shop. This involves accounting 
problems. Rework cost might be higher than the sub-contractor will 
agree to absorb ; therefore any difference becomes additional cost to 
the prime-contractor. Should this be treated as an overhead item, or 
as a direct charge to a contract? Offhand, it would appear proper as 
a direct charge, but suppose the part is a standard part usable on any 
contract ? In the latter case there is no alternative but to consider it 
an overhead expense. 

Prime-contractors may find it necessary to train employees of sub- 
contractors in the prime-contractor’s shops ; to station instructors, in- 
spectors and other technicians in the sub-contractor’s plant ; to have 
men on the road co-ordinating activities of a number of sub-con- 
tractors on work farmed out. These all mean added costs. In my 
opinion, such costs are allowable as part of overhead. 

Advances to Sub-contractors 

As defense production expands, the volume of sub-contracting and 
the number of sub-contractors and suppliers are constantly increasing ; 
the problem of financing becomes a real one for many sub-contractors. 

Since a sub-contractor does not have a direct contract with the 
Government, he cannot obtain advances directly from the Govern- 
ment, but must obtain them from other sources, either from banks or 
from the prime-contractor. 

In the case of bank financing, I don’t believe that the procedure is 
too far different from usual commercial practice. An assignment 
agreement is made between the sub-contractor and the bank. The 
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prime-contractor becomes involved to the extent that he must agree 
to such assignment and make payments for deliveries (on his con- 
tract with sub-contractor) directly to the bank. 

In the casd of financing arrangements made directly between prime- 
contractor and sub-contractor, agreements depend upon attendant 
circumstances and negotiations between the two. The financing 
agreement becomes a part of the original purchase contract and in- 
cludes provision for execution of performance and surety bonds by 
the sub-contractor for the protection of the prime-contractor. Ex- 
hibit 4 is an illustrative agreement. 

The accountant for the prime-contractor takes on the added bur- 
den of determining the financial responsibility of the sub-contractor. 
He must look into credit rating, financial structure, and past record of 
performance on money obligations ; he must decide on the extent of 
credit line to be recommended to management as safe to grant to the 
sub-contractor. He must set up some type of record control so that 
advances to the sub-contractor do not exceed the limits fixed. He 
must keep posted on the progress of the production contract so that, 
as it approaches completion, the advance in the hands of sub-con- 
tractor is proportionate. He must be satisfied, in his own mind at 
least, that the sub-contractor is not using the funds to produce other 
work. This may be difficult but it is one of the factors to consider. 

Amortization 

By now we all have a sort of passing acquaintance, at least, with 
this subject of amortization which has gained such prominence in the 
last twelve months, and is now incorporated in the Second Revenue 
Act of 1940. I want to speak about it to a limited extent because we 
have been hearing so much also of such things as Certificate of Neces- 
sity, Certificate of Non-Reimbursement and Certificate of Govern- 
ment Protection. 

We might review, for purposes of providing background, a few 
of the events leading up to the passage of the amortization plan. 

The necessity for plant expansion in this country to meet the pro- 
duction requirements demanded by the defense program during the 
present emergency was strongly felt by all, yet private capital, justi- 
fiably, could not see its way clear to embark upon such a program of 
expansion, lest they be left at the end of the emergency with excess, 
useless plant facilities. This was particularly true of industries sub- 
ject to the profit limitations imposed by the Vinson-Trammel Act. 
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Complete government financing and ownership was suggested as a 
possible solution to this problem, and this type of financing is avail- 
able, but the most desirable method from the standpoint of the Gov- 
ernment, that of private expansion through private funds, still held 
no inducement to American industry. To provide such an induce- 
ment the Five-Year Amortization Plan was created. In brief, the 
inducement offered to industry’ under this plan is a tax saving, by 
allowing the amortization, over a five-year period and only for tax 
purposes, of the cost of all facilities financed by private funds. 

In order to obtain the amortization privilege, it is necessary to 
prove to the satisfaction of the Defense Commission and the Secre- 
tary of War, or the Secretary of the Navy (depending upon which 
of the latter two departments are purchasing your products) : 

(a) That the facilities for which amortization is sought are necessary to 
meet the production requirements demanded in the interests of national 
defense under the present emergency. 

(b) That the equity of the Government in the facilities is adequately pro- 
tected with reference to future use and disposition in all cases where 
the applicant is being reimbursed for the facilities, in whole or in part, 
through specific provision in the supplies contract or indirectly by the 
inclusion of excess depreciation charges in the cost structure upon 
which the sales price is determined. Obviously, if the cost of the 
facilities is thus returned to the applicant, the Government has an 
equity in such facilities to the extent of the reimbursement, and is 
entitled to protection. 

A brief outline of the Amortization Plan may be given as follows : 

a. Period of amortization — 60 months. 

b. Allowed to corporations only. 

c. Amortizable assets only those certified by Defense Commission, Secre- 
tary of War, or Secretary of the Navy to be necessary facilities (includes 
land) 

d. Beginning of amortization period is elective: 

1. The month following that in which facilities completed or acquired. 

2. The taxable year beginning after that in which completed or acquired. 

3. Election must be declared in the return for the taxable year in which 
deductions are commenced. Amortization may not be deducted unless 
the necessary certificates are in the hands of the taxpayer not later 
than the due date for filing the tax return on which amortization is 
claimed. 

e. Acceleration of amortization period is possible through presidential de- 
cree that the emergency period is ended. 

f. Certifications necessary; 
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1. Certificate of Necessity 

2. Certificate of Government Protection 

or 

3. Certificate of Non-Reimbursement 

g. Applications for Certification must be made within 60 days of acquisition 
or beginning of construction. 

Three types of certificates have been provided to officially inform 
the Treasury Department, as well as the applicant, that the Secretary 
of War or the Secretary of the Navy, the Defense Commission and 
the Emergency Facilities Committee concur in the thought that all 
requirements for amortization have been met. 

Certificate of Necessity 

This certificate is issued after the applicant has furnished, through 
an “Application for a Certificate of Necessity,” various facts and 
figures (Exhibit 5) pertinent to the establishment of the necessity 
for the facilities, and after the various government officers and 
agencies previously mentioned decide that the facilities are necessary 
in the interests of the emergency. If the applicant’s contracts, cover- 
ing the merchandise to be produced with the facilities, contain any 
medium through which facilities costs are recovered, a second certif- 
icate should be obtained, namely : 

Certificate of Government Protection 

This certificate can be obtained through application, but is issued only 
after the various government officers and agencies, through examina- 
tion of the applicant’s government contracts, have established to their 
satisfaction that the equity of the government is protected in such 
cases where the applicant is being reimbursed for the facilities, di- 
rectly or indirectly, in whole or in part. 

Certificate of Non-Reimbwrsement 

In cases where the applicant’s government supply contracts do not 
contain any provision for returning the cost of the facilities, either in 
whole or in part, directly or indirectly, the certificate of government 
protection may not be necessary. The necessity certificate itself is 
required to authorize amortization deductions for tax purposes. 
However, this third type of certificate, the certificate of non-reim- 
hursement, should be obtained as a protective measure. It minimizes 
the possibility of the Commissioner of Internal Revenue contending 
that the amortization claimed by the taxpayer is not allowable due 
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to the fact that, in the Commissioner’s opinion, the taxpayer’s con- 
tracts with the Government do reimburse him for the facilities, and 
that a certificate of government protection should have been secured. 

Inventories 

When extensive sub-contracting or farming-out is engaged in on a 
basis where a prime-contractor provides materials or semi-finished 
parts, there may be considerable inventory in the hands of sub-con- 
tractors. In a great many cases, special tools also are shipped out to 
sub-contractors. The extensive scale on which this is practiced by 
some airplane manufacturers creates a large problem for them. 

Theoretically, these assets (materials or parts, as well as tools) are 
in the nature of consigned items. Routine may be handled in various 
ways, of which one is to move the items to the sub-contractor on 
memo billing without value and keep merely a subsidiary record. 
The problem arises, however, at the end of a fiscal period, as to segre- 
gation of values on financial statement. Under the accounting doc- 
trine or convention of proper disclosure of pertinent information, it ap- 
pears necessary to set these items up under separate grouping. In order 
to do so, dollar-value information is required and that would neces- 
sitate the carr 3 dng of values on memo billings and related records. 
Of course, if this is negligible in relation to the total assets involved, 
expediency and practical procedure might not justify segregation. 
The accountant will be called upon to exercise considerable good 
judgment. 

On what basis shovild inventories be valued — ^standard costs or 
actual costs ? The general attitude of the Government is that standard 
costs are not acceptable and values must be adjusted to actual cost 
basis. If actual costs, under what method: (1) First-in, first-out? 
(2) Last-in, first-out? (3) Other? In my opinion, the Government 
generally will prefer first-in, first-out and with reluctance will ac- 
cept the last-in method. I do not wish it construed from this state- 
ment, however, that the last-in method is not acceptable. Certainly, 
the Revenue Act included it as an acceptable method for use in cer- 
tain circumstances under which the manufacturer must first qualify. 

Cost Control 

During the period of the depression industrial accountants have 
performed a wonderful job in developing their share of cost control 
methods and procedure. Surely, during the present times when pro- 
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duction activity is currently reaching- heights which are tending to 
surpass all past records, and when the major objective of the nation 
as a whole is all-out production for defense, we must not forget cost 
control. It is just as important now as it ever was; perhaps even 
more so in the face of rising costs on all sides. We must keep before 
management the importance of retaining a firm grip on costs. If 
estimates for pricing are to be based on past performance resulting 
from good control of cost, relaxation of control will mean danger to 
profit margins, which will not only be narrow, but subject to higher 
taxes as well. 


Aid to Management 

The industrial accountant can be of greater aid to management 
than ever before. Rising material prices, increased labor demands 
coupled with shortage of skilled labor and inefficiency due to un- 
skilled operators, shortages of supplies, changes in types of markets 
(normal consumer to national defense needs), increasing govern- 
ment control, rising tax burdens, and multitudinous other problems 
are harassing management. The more we accountants can relieve 
management, directly or indirectly, the higher we shall rise in the ap- 
preciation of management. The opportunity is open before us. 

Coiiclusion 

As was asserted in the opening statement of this dissertation, there 
is much more to be said than can be said within the time allotted. I 
have tried to touch upon some of the more pertinent phases affecting 
the role of the industrial accountant and his job in relation to defense 
contracts. The extent to which these phases have been developed may 
not be of very substantial value to you as guidance or as solutions to 
your individual problems, but if it has made you aware of some of 
the things to bear in mind in connection with accounting for defense 
contracts, I shall feel that your time has not been wasted. 

Chairman Russell: Thank you, Mr. Healey. That paper was 
most stimulating. I know both of these talks this morning have 
raised many points for thought, and have challenged your attention. 
This afternoon we will have an opportunity to discuss some of those 
questions at the round table discussions. 

This meeting is now adjourned. 

. . . The meeting adjourned at twelve o’clock . . . 
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Exhibit i. 

November 8, 1932. 

CHART OF ACCOUNTS FOR MANUFACTURERS 
OF AIRPLANES FOR THE U. S. GOVERNMENT 

1. At the instigation of the principal manufacturers of airplanes, 
a meeting was held for the purpose of establishing a uniform ac- 
counting system covering the manufacture of airplanes and the 
system hereinafter set forth was agreed upon. 

2. The system provides for the following major classifications 
of accounts: 

1. Assets 

2. Liabilities 

3. Sales 

4. Cost of Sales 

5. Engineering Development Expense 

6. Greneral, Sales and Service Expense 

7. Miscellaneous Income 

8. Miscellaneous Deductions 

9. Factory Overhead Expense 

Each major classification is divided into sub-classifications and 
major accounts. The system provides that the account number to 
be used (individual account) will always consist of four figures. 
The first figure represents the major classification; the first two 
figures the sub-classification; the first three figures the major ac- 
count ; and the four figures the individual accoimt. If necessary the 
individual account may be further sub-divided by the use of suf- 
fixes o-i, 0-2, 0-3, etc. The individual accounts will be set up by 
the manufacturer to suit his needs provided they conform to the 
major accounts. Changes desired in the classifications of major 
accounts will be submitted to the authorized Government represen- 
tative for approval before being put into effect. This restriction is 
made to insure a generally uniform treatment of operating ex- 
penses by manufacturers. 

The system provides that cost data will be available with the 
following sub-divisions : 
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(a) Direct Materials 

Direct Materials will be confined to materials that actually enter 
into and become a part of the article being fabricated and will 
include purchased fabricated parts and purchased services such as, 
heat-treating, plating and the like. Material costs will include the 
purchase cost only and will not include transportation charges, ex- 
cept in the case of carload shipments. 

(b) Direct Labor 

Direct Labor will be confined to labor in the actual fabrication, 
assembly and test of the article. 

(c) Factory Overhead Expense 

Factory Overhead Expense will include expenses under Qassi- 
fication 9, Major Accounts 901 to 909. 

(d) Engineering Direct Labor 

Engineering Direct Labor will be confined to draftsmen and 
engineers preparing designs, drawings, bills of materials, stress 
analyses, weight and performance data, etc., for the articles under 
contract. 

(e) Engineering Overhead Expense 

Engineering Overhead Expense will be confined to expenses 
under Classification 9, Major Accounts 951 and 952. 

(f) Direct Expenses 

Direct Expenses will be confined to major items of expense that 
can be charged directly to a contract such as Royalties ; Indemnity 
Bonds on Contracts ; Crash Insurance on Contracts ; travel expense 
that is clearly chargeable to an individual contract, incoming trans- 
portation on engines, propellers and instruments; prepaid trans- 
portation on sales; fly-away gasoline and oil furnished without 
extra charge, and the like. 

(g) Engineering Development Expense 

Engineering Development Expense will include expenses under 
Qasshication 5. 
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(h) General, Sales and Service Expenses 

General, Sales and Service Expenses will include expenses under 
Classification 6. 

Separate records will be maintained of the direct labor, direct 
materials and factory overhead expense for special tools charged 
to an individual contract. 

3. The determination of direct labor costs as outlined above re- 
quires the establishment of a time-keeping system for factory em- 
ployees and engineers and draftsmen of the engineering depart- 
ment. The determination of direct material costs necessitates the 
establishment of a stores requisition system as material costs will 
be calculated on the basis of actual consumption. 

4. The system provides that the direct factory labor, direct ma- 
terial, factory overhead expense, engineering labor, engineering 
overhead expense and direct expenses, allocated to work orders 
during the accounting period, will be charged to the “Work in 
Progress” accounts under Major Accounts 107, 108 or 109 and 
that these accounts will be credited with the charges to cost of sales 
or the finished products account for the accounting period. The 
“Work in Progress” accounts and records will be maintained in 
sufficient detail so that the total direct factory labor and other infor- 
mation necessary for determining the percentages for the applica- 
tion of overhead expense to individual work orders or contracts 
will be readily available. 

5. The manufacturer will so arrange his accounts that charges 
to his operating expense, which represent expenses of a parent 
company or other company in the group organization, will appear 
separately in his accounting records. 
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MASTER 

CHART OF ACCOUNTS 
AIRPLANE MANUFACTURERS 


10 — Current Assets 

12 — Investments 

13 — ^Fixed Assets 

16 — ^Idle Plants 

17- -Patent Rights 

19— Deferred Expenses 

20 — Current Liabilities 

22 — ^Long Term Liabilities 

23 — ^Reserves for Depreciation 
(Operating Plants) 


1 — ^Assets 

101 Cash 

102 Advances 

103 Notes Receivable 

104 Accounts Receivable 

105 Accrued Assets 

106 (Consigned Stock 

107 Inventories 

108 Inventories 

109 Inventories 

121 Marketable Securities 

122 Inter-Co. Investments 
129 Misc. Investments 

131 Land 

132 Roads, Sidings, Wharves, cl 

133 Buildings 

134 Factory Equipment 

135 OfSce Equipment 

136 Transportation Equipment 

137 Flying Equipment 

139 Miscellaneous Equipment 

161 Land 

162 Buildings 

163 Machinery and Equipment 
171 Patent Rights 

191 Prepaid Insurance 

192 Prepaid Taxes 

193 Traveling Advances 

194 Development Expenses 

198 Misc. Prepaid Expenses 

199 Misc. Deferred Expenses 

2— Liabilities 

201 Notes Payable 
(Short Term) 

202 Accounts Payable 

203 Deposits 

204 Dividends Payable 

205 Unclaimed Wages 

206 Accrued Liabilities 
209 Customer’s Property in 

Company’s Possession 

220 Long Term Liabilities 

232 Roads, Sidings, Wharves, et( 

233 Buildings 

234 Factory Equipment 

235 Office Equipment 

236 Transportation Equipment 

237 Flying Equipment 
239 Misc. Equipment 


1011 and up 
1021 and up 
1031 and up 
1041 and up 
1051 and up 
1061 and up 
1071 and up 
1081 and up 
1091 and up 

1211 and up 
1221 and up 
1291 and up 

1311 and up 
1321 and up 
1331 and up 
1341 and up 
1351 and up 
1361 and up 
1371 and up 
1391 and up 

1611 and up 
1621 and up 
1631 and up 

1711 and up 

1911 and up 
1921 and up 
1931 and up 
1941 and up 
1981 and up 
1991 and up 


2011 and up 
2021 and up 
2031 and up 
2041 and up 
2051 and up 
2061 and up 

2091 and up 

2201 and up 


2321 and up 
2331 and up 
2341 and up 
2351 and up 
2361 and up 
2371 and up 
2391 and up 
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MASTER 

CHART OF ACCOUNTS 
AIRPLANE MANUFACTURERS 

2— Liabilities (Cont'd.) 

26 — ^Reserve for Depreciation 


(Idle plants) 

262 Buildings 

263 Machinery & Equipment 

2621 and up 
2631 and up 

27 — Other Reserves 

271 Misa Reserves 

2711 and up 

28 — Capital and Surplus 

281 Capital Stock 

282 Surplus 

2811 and up 
2821 and up 


3 — ^Sales 


30 — Sales 

301 Airplanes 

302 Experimental 

303 Spare Parts and 
Accessories 

304 Service 

305 Miscellaneous 

3011 and up 
3021 and up 

3031 and up 
3041 and up 
3051 and up 


4 — Cost of Sales 


40 and 41 — Cost of Sales 

401 Airplanes 

402 Experimental 

403 Spare Parts & 

Accessories 

404 Service 

405 Miscdlaneous 

406 Unabsorbed Overhead 

407 Variations from Standard 
Costs 

408 Spoiled Work 

409 Defective Material 

410 Inventory Adjustments 

411 Misa Adjustments 

4011 audup 
4021 and up 

4031 and up 
4041 and up 
4051 and up 
4061 and up 

4071 and up 
4081 and up 
4091 and up 
4101 and up 
4111 and up 


Separate Accounts will be used for Army, Navy and Commercial Sales 
and Cost of Sales. Sub-Accounts 0-1, 0-2, 0-3, etc. will be used to desig- 
nate Army, Navy and Commercial sales and cost of sales if the indi- 
vidual accounts are used for a further sub-division of the class of product 
Accounts 407, 408 and 409 will be used when the cost of sales is determiiied 
from standard costs. 

S — ^Engineering Development Expense 

50 — ^Engineering 501 Engineering Devdopment 

Development Expense Expense — ^Military SOU and up 

502 Engineering Development 

Expense — Commerdal 5021 and up 

To these accounts will be charged engineering development costs 
other than projects involving experimental contracts with the TJ. S. 
Grovemment or other customers of the manufacturer which antici- 
pate payment for the project. When a manufacturer is paid for 
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experimental costs that have previously been charged to these 
accounts, then the accounts will be credited with an amount equal 
to the total of the payments and this amount charged to the cost of 
sales for the period in which the transaction occurs. 

MASTER 

CHART OF ACCOUNTS 
AIRPLANE MANUFACTURERS 

6— General, Sales and Service Expense 

60 and 61 — General, Sales 601 Executive Salaries 

and Service Expense and Expenses 6011 and up 

602 Treasury & Accounting 

Salaries and Expense 6021 and up 

603 General Expense 6031 and up 

(General Office salaries 

and expense, office^ sup- 
plies, stationery, printing, 
repair and maintenance of 
office equipment, deprecia- 
tion of office equipment, 
administrative travel ex- 
pense, dues, donations, sub- 
scriptions to periodicals, 
telephone, telegraph, post- 
age, legal and professional 
expense, patent expense, 
state taxes, corporate ex- 
pense, etc.) 

610 Order Dept Salaries and 

Expenses 6101 and up 

611 General Service Expense 6111 and up 
(Field Service Salaries, 

travel and expense) 

613 Commercial Sales Expense 6131 and up 
(Sales Salaries and com- 
missions, travel expense, 
advertising, publicity and 
show expense, export ex- 
pense, prepaid transporta- 
tion on sales, Washin^on 
representative's salaries 
and expense, etc.) 

615 Military Sales Expense 6151 and up 
7— Miscellaneous Income 

70 — ^Miscellaneous Income 701 Miscellaneous Income 7011 and up 

(Interest earned, discounts 
on purchases, dividends, 
etc.) 
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MASTER 

CHART OF ACCOUNTS 
AIRPLANE MANUFACTURERS 

8 — Miscellaneous Deductions 

80 — Afiscellaneous Deductions 801 Miscellaneous Deductions 8011 and up 

(Interest paid, bad debts, 
discounts allowed, idle 
plant expense, loss on sale 
of capital assets, extraor- 
dinary expenses not 
chargeable to current op- 
erations, federal income 
tax, depreciation of pat- 
ents, etc.) 


9 — Factory and Engineering Overhead Expense 


90 — ^Factory Overhead 
Expense 


95 — ^Engineering Overhead 
Expense 

Revised 10-31-22 


901 Salaries & Wages 9011 and up 


904 Supplies and Expenses 

906 Salaries and Wages, 
Maintenance 

907 Maintenance Expense 

908 Heat, Light and Power 

909 General Factory Expense 
(Depreciation, Freight and 
Express on materials, 
taxes, rents, insurance, 
etc.) 


9041 and up 

9061 and up 
9071 and up 
9081 and up 
9091 and up 


951 Salaries and Wages 
(Undistributed) 

952 Supplies and Expenses 


9511 and up 
9521 and up 


Exhibit 2. 

BRIEF OUTLINE OF COST DEFINITIONS 
INDICATED IN T.D. 5000 


(A) The general rule is that the cost of performing a contract or 
subcontract shall be the sum of — 

1. The direct costs, including expenditures for materials, direct 
labor and direct expenses incurred by the contracting party in per- 
forming the contract or subcontract, and 

2. Proper proportion of indirect costs (including therein a rea- 
sonable proportion of management expenses) incident to and 
necessary for the performance of the contract or subcontract. 
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(B) Determination of cost — ^includes 

1. Manufacturing costs — sum of factory cost and other manu- 
facturing costs. 

2. Miscellaneous direct expenses. 

3. General expenses — sum of indirect engineering expenses, ex- 
penses of distribution servicing and administration. 

4. Guarantee expenses. 

(C) Factory costs — ^the sum of the following: — 

1. Direct materials. 

2. Direct productive labor (shop labor). 

3. Direct engineering labor — professional engineers, draftsmen. 

4. Miscellaneous direct factory charges — ^royalties, etc. 

5. Indirect factory expenses (factory overhead) which includes — 

a. Labor — supervision, inspection, clerical, timekeepers, pack- 
ing, etc. 

b. Materials and supplies — shop fuel, lubricants, gauges, etc. 

c. Service expenses — ^power, light, heat, ventilation, etc. 

d. Fixed charges and obsolescence — fire ^nd elevator insur- 
ance, taxes, depreciation, etc. 

e. Miscellaneous indirect factory expenses — compensation in- 
surance, Old Age, Social Security, accident compensation 
(but if self-insured then only to the extent of actual 
losses incurred), etc. 

(D) Other manufacturing costs — ^amortization of cost of designs, 
purchased patent rights, experimental and development charges. 

(E) Miscellaneous direct expenses — ^includes 

1. Cost of installation and construction. 

2. Sundry direct expenses — ^premiums on performance bonds, 
state sales taxes, crash insurance premiums paid, wind tunnel tests, 
etc. 

(F) Indirect engineering expenses — (engineering overhead) in- 
cludes 

1. Labor consultants and departmental engineers. 

2. Material — drafting paper, ink, etc. 

3. Miscellaneous expenses — ^blue prints, drawing, etc. 

(G) "Expenses of distribution, servicing and administration — ^in- 
cludes 
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1. Compensation for personal services of employees, executive 
and administrative officials and employees. 

2 . Bidding and general expenses, including expense of prepar- 
ing and submitting bids. 

3. General servicing expenses — ^adjustments, minor defects, 

4. Other expenses — ^miscellaneous office and administrative ex- 
penses — stationery, office supplies, contributions to community or- 
ganizations, etc. 

(H) Guarantee expenses — correction of defects or deficiencies 
guaranteed — costs estimated subject to rebate or increased tax if 
expenses actually incurred are more or less than estimate. 

(I) Unreasonable compensation — ^not allowable although regular 
reasonable bonuses to employees (not officials) allowable. 

(J) Allocation of indirect costs — ^no general rule, but costs must 
relate to performance of contract. 

Methods of Allocation Ordinarily Accepted 

1. Factory Indirect Expenses allocated on basis of proportion 
which direct productive labor on the contract bears to the total 
direct productive labor of the production department during the 
period of the performance of the contract. 

2. Engineering Indirect Expenses allocated in the proportion 
which direct engineering labor on the contract bears to total direct 
engineering labor of the engineering department during the period 
of the performance of the contract. 

3. Administrative Expenses (or overhead) allocated on the 
basis of the proportion which the sum of the manufacturing costs 
and cost of installation and construction on the contract bears to 
total manufacturing costs and total cost of installation and con- 
struction during period of performance. 

4. Bidding, general service expenses, allocated on either of the 
two following bases — 

1 . Proportion which contract price bears to total sales during 
the period of performance, or — 

2. Proportion which sum of manufacturing costs and costs 
of installation and construction on contract bears to sum 
of total manufacturing cost and total cost of installation 
and construction during period of performance. 
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Exhibit 3. 

OUTLINE OF PERTINENT CONSIDERATION IN 
REFERENCE TO BILLING THE GOVERNMENT 
ON DEFENSE CONTRACTS 

I 

Not only is there a big financial problem involved in contracts 
let by the U. S. Government, but there is a technique in connection 
with handling all routine matters which must be strictly complied 
with to avoid serious complications and delays. 

Contracts usually fall under one of the three classifications : 

1. Contracts placed by a general contractor or group of general 
contractors. 

2. Contracts placed by a sub-contractor. 

3. Orders placed by the War Department, Navy Department, 
Treasury Procurement Division and other government agencies. 

Carefully Determine: 

1. To whom bills are to be rendered. 

2. To whom shipments are to be made. 

3. The project number and the order number. 

4. The general name under which the job is to be known. 

5. The name and title of the contracting officer. 

6. Whose authority you are authorized to accept if changes or 
substitutions are made. 

7. The number of copies of invoices and the specifications re- 
quired. 

8. The number of copies of delivery tickets or bills of lading 
required and whether or not they are to accompany shipment, or 
to be sent with invoice. 

9. The exact agreement as to terms including &e matter of 
discount. 

10. The requirement as to delivery date. 

11. Whether or not there is a penally for failing to comply with 
delivery requirements. 

12. The precise agreement as to payments. If these are to be 
made by a draft, secure the correct name and address of the bank. 

13. On all emergency orders received by phone or in person, be 
sure to obtain an official order number and the name of the indi- 
vidual placing it. Sedc information as to whom it is to be shipped 
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and billed. Insist upon a confirming order, and it is usually good 
policy to withhold billing imtil confirmation has been received so 
that all requirements can be properly followed. 

14. If the nature of the material furnished is such that it is dif- 
ficult to supply the exact quantity ordered, it is better to fill the 
order a little short than to deliver an excess quantity for it is almost 
impossible to receive recognition for the excess delivery. 

15. All shipments made by others for you must be in your name 
as to bill of lading, etc. 

16. Assemble all charges covering partial shipments and put 
the billing through at one time, as invoice will not be passed for 
pa3nxient until the order has been completed. 

17. In correspondence always refer to the purchase order num- 
ber and distribution code number. 

18 . Find out whether the prime contractor has been required 
under the Miller Act to provide a performance and a payment 
bond. If the contract is a cost-plus-fixed-fee contract, the chances 
are that the bond has been waived. 

19. Try to learn also whether the general contractor has as- 
signed his claims under the contract as now permitted under the 
Assignment of Public Claims Act. If such an assignment has been 
made or is contemplated, you may be interested in learning whether 
the assignment provides any protection for the contractor’s 
creditors. 

20. Find out whether the contract contains a provision enabling 
the government to make direct payments to subcontractors and 
material suppliers- If you encounter collection problems, this right 
of the government to make direct payments may be important 
to us- 

{Note: This outline was prepared and presented before the 
American Management Association at a recent convention in New 
York, by Mr. L. M. Nichols of the General Electric Supply Cor- 
poration, Bridgeport, Coim.) 
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Exhibit 4. 

SUBCONTRACTOR AGREEMENT 
Terms and Conditions Annexed to and Made a Part of All 
Purchase Orders with 


Name of Subcontractor 
Article i — Production Information 

Vendor is to furnish XYZ Corp. with all available information 
regarding possible delays in production. 

Article 2 . — ^Tools and Material 

(a) Special Tools 

(1) Ownership and Custody 

All tools which XYZ Corp. shall purchase from the ven- 
dor and/or all tools which XYZ Coip. shall furnish to the 
vendor shall be appropriately segregated and marked and, 
upon completion of this contract or upon its termination by 
whatever means, be held by the vendor as the property of 
XYZ Corp. pending further instructions from XYZ Corp. 
as to delivery or disposition thereof free of all charges 
against XYZ Corp. for such service and/or storage, and 
the vendor, upon instructions, shall ship the said tools to 
XYZ Corp. f.o.b. vendor’s plant. Vendor further agrees to 
take appropriate care of all tools so held and to place no 
legal encumbrance of any kind upon any tool which is the 
property of XYZ Corp. 

(2) Identification and Record 

Vendor is to mark all tools with the part number of the 
part made and/or any other markings suggested by XYZ 
Corp. to aid in the identification of the tools when trans- 
ferred to or returned to XYZ Corp. 

Cs) Use of Tools 

All tools which shall be furnished the vendor under this 
contract shall be used exclusively in the production of 
articles and material for XYZ Corp. and shall be subjected 
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to no other use whatsoever except upon the express written 
permission and approval of XYZ Corp. 

(4) Tool Maintenance 

Vendor shall maintain all tools and fixtures furnished 
under this contract in first class condition. 

(b) Material to be supplied by XYZ Corp. 

When material to be used in performance of this contract 
is to be furnished to the vendor by XYZ Corp., the vendor 
shall submit to XYZ Corp. a list showing quantities of XYZ 
Corp. furnished material required. 

(c) Material Storage by Vendor 

The vendor agrees that all material which is the property 
of or invoiced to XYZ Corp. will be carried by the vendor 
as XYZ Corp. property appropriately segregated and 
marked, and will be properly stored by the vendor without 
additional charge pending further instructions as to the de- 
livery or disposition thereof and upon instructions shall be 
then shipped f .o.b. vendor’s plant. 

Article 3 — Inspection 

Assemblies and sub-assemblies may be inspected by XYZ Corp. 
and the customer of XYZ Corp. as they may elect at vendor’s in 
any quantities, but this shall not relieve the vendor of the obliga- 
tion to make full and adequate inspection. 

Article 4 — ^Warranty 

The vendor hereby agrees and warrants that the items, articles, 
supplies and/or materials to be furnished under this contract will 
be in full conformity with XYZ Corp. specifications, drawings or 
samples, using customary shop practices subject to XYZ Corp. and 
customer's inspection and approval, and the warranty shall remain 
in full force until final inspection and acceptance by XYZ Corp. 
and by the customer. The vendor further agrees to bear the cost 
of loss on reworking of any material rejected for failure to meet 
specifications. 
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Article 5 — ^Labor Requirements — ^Federal Contract Laws 

This contract and the performance thereof are expressly subject 
to all applicable Federal laws and the vendor agrees to give all in- 
formation, stipulations and compliances required by applicable 
laws and to require the giving of such information, stipulations 
and compliances by the vendor’s subcontractors, if any. 

Article 6 — Subcontracts by Vendor 

The vendor agrees to assume full responsibility as to quantity, 
quality and service of such material as shall be purchased and/or 
contracted for by the vendor herein named from other manufac- 
turers or material-men, and the vendor further warrants such ma- 
terial will meet the inspection requirements of XYZ Corp. and the 
customer of XYZ Corp. The completed article as called for under 
this contract shall not be shopped out or subcontracted without 
approval of XYZ Corp. in writing. 

Article 7 — Secrecy 

Contractor agrees to be responsible in matters within its control 
for the safeguarding of all secret, confidential or restricted matters 
that may be disclosed or that may be developed in connection with 
the work under this contract. 

Article 8— Termination of Contract by XYZ Corp. 

This contract is expressly made subject to the contract of XYZ 
Corp. with its customer and the vendor agrees that any change in 
such contract which makes it advisable or necessary that work be 
discontinued on this contract, will give XYZ Corp. the right to ter- 
minate this contract by a notice in writing to the vendor. However, 
the vendor is to receive in such event payments, to the extent that 
XYZ Corp. is compensated therefor by its customer, for material 
purchased and work in process and actual pending obligations plus 
profit. 

Article 9 — Bond 

Vendor shall execute a Surety Bond which shall guarantee the 
fulfillment by the vendor of all the conditions and stipulations of 
this agreement, and which shall hold XYZ Corp. harmless from 
all mechanics liens or other liens, claims, suits and/or charges of 



ACCOUNTING FOR DEFENSE CONTRACTS 265 


any nature whatsoever as may be filed or brought against XYZ 
Corp,, provided that such liens, claims, suits and/or charges shall 
arise or result from the performance of this contract by the vendor. 
The amount of the bond to be furnished shall be determined as 
follows : 

If the total amount of the contract is ten thousand dol- 
lars ($10,000), or less, the amount of the bond shall be 
the full amount of the contract price. 

If the total amount of the contract is in excess of ten 
thousand dollars ($10,000), but not exceeding one hun- 
dred thousand dollars ($100,000), the amount of the 
bond shall be 50 per cent of the contract price but not 
less than ten thousand dollars ($10,000). 

If the total amount of the contract is in excess of one 
htuidred thousand dollars ($100,000), the amount of the 
bond shall be 25 per cent of the contract price but not 
less than fifty thousand dollars ($50,000). 

Article 10 — ^Insurance 

Vendor shall save and hold XYZ Corp. harmless from all suits 
and claims for injuries to person (including fatality) and dam- 
ages to property arising out of or in any manner relating to the 
performance of this contract and to that end the undersigned 
further agrees to furnish certificate showing workmen’s compen- 
sation coverage and public liability insurance of $25,ooo/$50,ooo, 
which coverage and insurance, however, shall not relieve the ven- 
dor of the obligation to save XYZ Corp. harmless hereunder. 


B7 


Vendor 
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Exhibit 5. 

APPENDIX A 

CERTIFICATE OF NECESSITY 


(Name and address of applicant) 


Nature of Facilities: Insert here a brief description of the facilities 
such as: Land, Buildings, and Equipment neces- 
sary to constitute a complete plant, or Land and 
Buildings with Equipment necessary to constitute 
an addition to an existing plant, or Machinery and 
Equipment only for an existing plant, whichever 
is applicable. 

Location: Address where facilities are located. 


Schedule (a) 
Schedule (b) 
Schedule (c) 
Schedule (d) 
Schedule (e) 
Schedule (f) 
Sdiedule (g) 
Schedule (h) 


Summary 


Land 

Buildmgs — ^permanent 

Standard Machine Toois 

Special Machine Tools 

Hand Tools and Manufacturing Aids 

Furnaces 

Other Facilities not included in above 


Estimated Cost 



Grand Total 




Schedule (a) Estimated Cost 

Land 

Date of Acquisition: 

A leg^ *description in accordance with records of 
township or county in which land is located. Acreage 
required, location, and unit or total actual or estimated 
cost. A print or drawing should be furnished showing 
location of plot in relation to adjacent terrain features 
sudi as: Airports, Highways, Railroads, Power Lines, 
etc., with appropriate identifying designation of each. 

This will also include improvements such as leveling, 

grading, and drainage $ 


Total 


$ 


*Note A: Description and identification numbers should be such 
that each facility and its parts may be readily identified 
both physically and on your books by agents of the In- 
ternal Revenue Bureau. In case of estimated facilities 
give description and numbers tentatively and final descrip- 
tion and numbers may be furnished after facilities are 
completed. 


Clarification Note: 

The identification number referred to above is such num- 
ber as is applied ^erally for the aflSxing of tags to equip- 
ment whidi identifies such equipment in the Plant ]^uip- 
ment Ledgers. 
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Schedule (b) Estimated Cost 

Buildings — ^Permanent 

(List each item with its cost and floor area separately) 

Date of Start of Construction * Description 

This will include a full list of structures, with descrip- 
tion of type of structure and floor area and actual or 
estimated cost of each *unit This schedule also covers 
all installations of lights, power, wiring, water, plumbing, 
and sprinkler systems, etc., usually included in building 
costs and power lines, water lines, etc., outside of the 
buil^g itself. Also included in this dassiflcation are 
paving of yards, runways, parking areas, etc. Fencing 
of property, and spur tracks or railroad extensions on 
property $ 

Architects Fees (not to exceed 4% of building cost) 

may also be included in this schedule $ 


Total $ 

Schedule (c) Estimated Cost 

Buildings — Temporary 

(List each item with its cost and floor area separately) 

Date of Start of Construction Description 

This will include a full list of structures, with descrip- 
tion of type of structure and floor area and actual or 
esti^ted cost of each unit This schedule also covers 
all installations of lights, power, wiring, water, plumb- 
ing, and sprinkler systems, etc., usimlly included in 
building costs and power lines, water lines, etc., outside 
of the building itself. Also induded in this classiflca- 
tion are paving of yards, runways, parking areas, etc. 

Fencing of property, and spur tracks or railroad exten- 
sions on property $ 

Architects Fees (not to exceed 4% of building cost) 

may also be induded in this schedule $ 


Schedule (d) Estimated Cost 

Standard Machine Tools (Itemized) 

(These must be listed by Identiflcation Number and 
may be grouped by types or departments.) 

Acquisition Date *Identification Number 

Quantity ^Description 

Standard machine tools, with all standard accessories 
and fixtures of a permanent nature. Sheet metal tools 
and equipment Found^ equipment. Anodic and plat- 
ing equipment Welding equipment Presses, drop 
hammers, and accessories, exduding dies. Wood-work- 
in^ machinery and equipment All other standard ma- 
chmery and equipment of a permanent nature necessary 
for production. Costs of transportation and installation 
of the above items may be induded $ 


* Note A. Page 266 
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Schedule (e) Estimated Cost 

Special Machine Tools (Itemized) 

(These must be listed by Identihcation Numbers and 
may be grouped by types or departments.) 

Acquisition Date ^Identification Number 

Quantity ^Description 

All special machine tools not included in Schedule (d) 


above, laboratory and test equipment, etc $ 

Total $ 

Schedule (f) Estimated Cost 


Hand Tools and Manufacturing Aids (♦Itemized) 
Acquisition Date ^Identification Number 

This will include hand tools, gages, jigs, fixtures, pat- 
terns, punches, dies, etc., the cost of which is not 
included in the supply contract price of the item or 
items produced for the (jovemment or normally charged 
to plant overhead. Also included are portable tools such 
as electric and pneumatic drills, riveters, shears, paint 


guns, wdding torses, etc $, 

Total $ 


Schedule (g) Estimated Cost 

Furnaces 

Acquisition Date ^Identification Number ^Description 

All permanent and temporary furnaces, with accessories 

such as stokers, blowers, etc $ 

Total $ 


Schedule (h) Estimated Cost 

Other Facilities Not Included Above (♦Itemized) 

Acquisition Date ^Identification Number 

Mechanical building installations such as motors, com- 
pressors, pumps, hoists, cranes, conveyor systems, etc. 

Plant equipment such as work baches, lockers, stands, 
racks, bins, paint and welding booths, etc. Office, 
cafeteria, and first aid furniture and equipment. Fire 
protection equipment including engines, extinguishers, 
hoses, etc. Handling equipment such as tractors, trailers, 
etc. Automotive equipment of all types. Any other 
^uipment not herein specified, the cost of which is not 
included in the supply contract price of the item or 
items produced for the Government or normally charged 


to plant overhead $, 

Total $, 

Grand Total $, 


♦ Note A, Page 266 
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Allowable Costs in Government Contracts 

Accelerated Depreciation— Cost and Tax Aspects 

Problems in the Amortization of Investments 
IN Plant and Equipment 

Application of Overhead in Periods of Abnormal AcrivnY 


George M. Ebert is a native of St Louis, Missouri, where he is now located. 
He began his business career as Cost Accountant with the Monarch Metal 
Weatherstrip Co. of St Louis, leaving the company in 1929 to become 
Accountant for the Wright Aeronautical Corp. From 1931 to 1932, he served 
as Assistant Treasurer of the Curtiss-Wright Airplane Company in St. Louis, 
and in 1932, assumed the duties of Treasurer of the company with plants 
located in Robertson, Mo., and Wichita, Kan. In 1936, with the dissolution 
of this company, he took over his present duties as Assistant Treasurer of 
the Curtiss-Wright Corp. and Controller of the St. Louis Airplane Division. 
Mr. Ebert has been active in the management of the St. Louis Chapter, having 
served as Treasurer from 1934 to 1937, and as Vice President during 1938 to 
1939. During 1940 Mr. Ebert served as President. 

William Blackie was bom in Glasgow, Scotland and received his early 
training there. Indentured as a Chartered Accountant's apprentice in 1924, 
he gained his Chartered Accountant certificate five years later. Coming to 
this country Mr. Blackie entered the employ of Price, Waterhouse & Co. in 
their Chicago office in 1930 and in 1939 joined his present company, the 
Caterpillar Tractor Co. as Controller, the position he now holds. Mr. Blackie 
was active in the formation of the Peoria Chapter last year, and has served 
as its President during the current year when the Chapter has established 
a record for first-year performance. 

Harry C McCluskey was educated at Marquette University, Milwaukee, 
and is a Wisconsin C.P.A. For five years, from 1919 to 1924, he taught cost 
accounting at Columbia University. Later he spent some time with the 
Pacific Development Corp. in Shanghai, China, returning to New York to 
become Supervising Senior with Lybrand, Ross Bros. & Montgomery. Follow- 
ing a period as Controller of the York Safe & Lock Co. of York, Pa., Mr. 
McQuskey moved to Chicago to assume his present position as Treasurer of 
the Kellogg Switchboard & Supply Co, Mr. McCluskey is a Past President 
of the Chicago Chapter, a Past National Director and a member of the Spot 
Club. He is also a member of the American Institute of Accountants and 
of the Chicago Yacht Club, where he indulges in his principal hobby. 

'Charles C. James was bom in Illinois, near St. Louis, Missouri. His first 
practical experience was with the San Francisco Railroad as Assistant Super- 
intendent of Construction on the line between St. Louis and Memphis. In 
1909 he became a member of the original staff of examiners of railroad 
accounts for the Interstate Commerce Commission. Following this expe- 
rience Mr. James served with a number of large organizations, including the 
Southern Pacific Railroad, the Merchants Shipbuilding Corp., Merritt-Chap- 
man & Scott Corp., Cramp-Morris Industrials, Inc., and the Westinghouse 
Electric & Manufacturing Co. Since 1931 he has been associated as Consult- 
ing Accountant with Stevenson, Jordan & Harrison. For many years Mr. 
James has been active in NA.C.A. affairs and has appeared often at annual 
conventions and chapter meetings in addition to his several contributions to the 
Bulletin, 
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Chairman: George M. Ebert 

Controller, St Louis Airplane Division, 

Curtiss-Wright Corp., St Louis, Mo. 

Chairman Ebert: The discussion this afternoon is for the set 
purpose of having a free interchange of ideas and experiences on the 
problems that we have at this particular time. It is not for me to 
tell you everything about this subject, and I do not intend to do so. 
The way we all participate in the discussion will determine the 
amount of good each one of us receives from this meeting. 

Our subject is "‘Allowable Costs in Government Contracts.” All 
government contracts do not recognize the same elements of cost. 
However, under the present emergency most of the contracts which 
we will be handling will be handled under T. D. 5000. The state- 
ments of cost determination in T. D. 5000 read very clearly. How- 
ever, it is after you get the contract and start to operate that you get 
these problems. For instance, instructions went out recently to the 
Army and Navy auditors that traveling expenses of executives were 
to be allowed up to $10 per day, exclusive of transportation. What 
I mean by that is railroad fare. Other employees will be limited to 
$6 per day. Those of us who have fixed-fee contracts will have our 
fixed fee reduced by the amount of any such expenses over and above 
the $10 and $6 allowance. However, under T, D. 5000, there is no 
mention made of any limit. All through T. D. 5000 the word “rea- 
sonable” is used. That is one of the things we have to contend with. 

You have all received a list of questions which I prepared because 
they were particular problems that have come up in our experience 
and I thought it would be a good way to start the discussion. I 
would like to ask the first question and see what happens : Where 
like materials are purchased for several contracts, is the average price 
allowable or should specific-lot-per-contract price be used? 

You may be buying a standard article. However, upon receipt of 
a government contract, you may place a purchase order for a specific 
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Discussion Outline: 

ALLOWABLE COSTS IN GOVERNMENT CONTRACTS 

1. Dikect Costs— Materials 

(a) Where like materials are purchased for several contracts, is the 
average price allowable or should specific-lot-per-contract price be 
used? 

(b) Are tools, such as extrusion dies, purchased in connection with the 
purchase of materials and used on subsequent contracts, allowable on 
the first contract in total? 

2. Tools 

(a) Is total amount of money spent for special tools for a contract 
allowable cost to the contract when there is a possibility of using 
the tools on a subsequent order? 

(b) How should special tool costs be allocated, where tools are made 
on one contract which is a fixed-price contract, but used on contracts 
which are cost-plus-fixed-fee? 

3. Bond Expense and Insurance 

(a) Is all bond and insurance expense part of cost? 

4. Other Direct Expenses Such as Traveling, Field Service Expense 

(a) Are such expenses to be charged directly to a contract, or should 

they be carried in overhead? 

5. Scrap and Spoilage 

(a) Is this expense chargeable directly to the contract? If so, what 
becomes of salvage? 

6. Inventory Losses 

(a) Quite often material is purchased for a specific contract. It is 
placed in stores and then becomes obsolete. Should this be picked 
up as part of the contract? 

7. Premium for Overtime Work 

(a) Should this be charged directly to the contract or to overhead? 

8. Overhead 

(a) Should overhead application be based on monthly rate or annual rate? 

(b) Should it be based on direct labor or some other basis? 

9. Vacation Pay 

(a) Is vacation paid in cash in lieu of time off an allowable cost? 

10. Rights-of-Way— Roadways — ^et cetera 

(a) Is the cost of the construction and purchase of such items under 
facilities contracts an allowable cost? 

11. Escalator Clause 

How and when are additional costs covered in escalator agreements 

under Government contracts recovered? 
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quantity to take care of that particular contract. How should that 
be handled, particularly where the price for the last order is lower 
than your average price because of the volume purchased? Can any- 
body help us on that? 


Pricing Material 

Henry Aitkin {New York Chapter) : Are you referring to 
a cost-plus or a fixed-price contract? 

Chairman Ebert : A cost-plus contract. 

Mr. Aitkin : Then it would have to be the actual cost price, in 
my opinion. 

I. Wayne Keller {Chief Accountant, Armstro7ig Cork Co., Lan-- 
caster. Pa,) : I don’t know whether our practice is exactly what it 
should be or not, but we have been using the average price on these 
contracts. We haven’t been endeavoring to segregate like materials 
used on several contracts as being purchased specifically for any one 
of several. We have been taking a running average price of the raw 
materials. However, we have been keeping material purchased for 
defense contracts segregated from material purchased for ordinary 
run of business. 

Chairman Ebert: We have two entirely different answers to 
the same question. I would like to add here our experience in St. 
Louis, where we had cost-plus-fixed-fee and fixed-price contracts. 
We use the average price on the cost-plus-fixed-fee contract, but we 
have been asked to use the actual invoice price of the specific material 
allocated to that contract. From a practical standpoint, I don’t see 
how it can be handled and we are now waiting for a ruling on that 
particular question. 

George W. Contant {Certified Public Accountant, Buffalo, 
N. F.) : Wouldn’t that depend largely on how you are actually 
operating? If you purchased material specifically for that contract, 
it would seem to me that you would be limited to the actual cost 
price, but if you hadn’t made purchases for that specific contract, 
it woidd seem to me you would be entitled to use the average price. 
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Chairman Ebert : I agree with you on that. I want to add one 
other point. I have a copy here of excerpts from the instructions to 
the Air Corps auditors in connection with the cost-plus-fixed-fee con- 
tract. One item that is specifically stated in there is that original 
invoices must be attached in order to receive payment for the mate- 
rial. Now, if you use an average price, I don’t know how you are 
going to give them copies of your invoice. As I say, that question is 
up right now. There has been no answer to it. It is one of those 
things we are going to have to settle. 

Mr. Contant : In that connection, how could you give them your 
invoice if you couldn’t identify the material with the invoice, unless 
it had been purchased for that specific purpose and segregated? 

Chairman Ebert: I don’t know. They say you should do it 
and you have to do it. Perhaps Joe Healey can help us on that. 

Joseph P. Healey {Controller, Airplane Division — Buffalo Plant, 
Curtiss-Wright Corp,, Buffalo, N. Y,) : We have in our plant the 
first method of pricing materials. Just recently the Resident Auditor 
at our BuflFalo plant, on a fixed-fee contract, complained because in 
taking materials through our receiving reports, we indicated that 
those materials were purchased for a specific contract and used the 
invoice price on those materials, rather than the first-in, first-out 
method. 

Edw. Wm. Krueger {Partner, Walton, Joplin, Danger & Co,, 
Chicago, 111.) : While we are on the subject of materials, I have a 
situation where a man has a cost-plus-fixed-fee contract and has had 
trouble buying materials and getting deliveries. The government 
finally said, *We will send you the items that you can’t get.” He is 
very much concerned about what the thing is going to look like when 
the government auditors check up as to the reasonableness of his 
fixed fee. He says, ‘'Shall I leave that item out since the govern- 
ment is furnishing it, or should I report it on the books as part of that 
cost to justify my fixed fee?” 

I am of the opinion he should make a memorandum entry indicat- 
ing the cost of all materials going in, and then he will be the fair- 
haired boy. I would like some expression of opinion on that par- 
ticular point. 
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Chairman Ebert: Does anyone care to answer? 

Mr. Aitkin : If it is like an item in the commodity market, the 
auditor will have a right to ask for further instructions as to whether 
to allow or disallow. 

Chairman Ebert: In this particular case the government will 
furnish it at no cost. It comes as government-furnished equipment; 
is that correct, Mr. Krueger? 

Mr. Krueger: It is a cost-plus-fixed-fee and it is furnished to 
them free. 

Frederick W. Kiuduff {New York University, New York, N, Y.) : 
I would like to answer the question about actual material cost in the 
case of cost-plus-a-fixed-fee contracts. You might be interested to 
know that your government contract officer or the auditors have very 
little to say. It is up to the Comptroller General. If you are inter- 
ested in what is required in cost-plus contracts so far as substantiat- 
ing documentary evidence is concerned, you might refer to the Savage 
Case, 20 Comptroller General 664, recently published, which is most 
important with respect to material costs. 

Chairman Ebert: That was issued in April, I believe. 

Mr. Kilduff : Yes. 

Chairman Ebert : Briefly, in this particular case exceptions were 
being taken to furnish the original signed payrolls and the original 
copies of the invoices marked “paid.” Those particular items I re- 
member very clearly. The decision by the Attorney General is that 
it is necessary to furnish those copies of invoices and in so far as the 
payroll signed list is concerned, it would be possible to have a certi- 
fied copy that was unsigned. I believe that is correct. 

Carl E. Hess {Auditor, The Kawneer Co,, Niles, Mich.) : Mr. 
Chairman, would the provision that the invoices must be furnished 
to the prime-contractor apply to a sub-contractor, or how will that be 
picked up by the government auditors? 
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Chairman Ebert : Would somebody like to answer the question ? 
The question is : Do the regulations which apply to the prime-con- 
tractor on cost-plus-fixed-fee contracts also apply to the sub-con- 
tractors? And in this case we are talking about real sub-contractors. 
Is that right? 

Mr. Hess: Yes. 

Chairman Ebert: Has anyone had any experience? 

Mr. Aitkin : I believe they do. It must be in conformity with 
the prime contract. 

Chairman Ebert: The answer is that the sub-contractor must 
comply with all the rules and regulations that apply to the prime- 
contractor, provided the sub-contractor is not supplying material on 
a fixed price to the prime-contractor. 

Cash Discounts 

Mr. Aitkin : It is my understanding that all materials have to 
be charged to the government at a net figure, that is to say, with cash 
discount deducted. Is that correct? 

Chairman Ebert : That is true. 

I might mention again the instructions that have gone out to the 
government auditors who will be auditing and passing on your cost- 
plus-fixed-fee contracts. These are to the effect that the discounts 
must be applied directly to each individual invoice together with any 
other rebates, so that when you furnish the invoice to be reimbursed 
from the government, it must be net, less all discounts, rebates, etc. 
That ties in with several other questions that are now hanging fire. 
In fact, I understand that Colonel Volandt has sent out a letter, in 
which he is requesting comments from the manufacturers regarding 
elimination of these items that we are talking about. He Is tiding to 
get all of the questions together to see if something can’t be done to 
clear up this situation. 

George R. de Learie (Treasurer, Westfield Mfg. Co,, Westfield, 
Mass,) : In reference to the net amount of the bills, is it necessary 
to add the freight to each individual bill? 
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Chairman Ebert ; That is covered in T. D. 5000. 

Mr. Aitkin : You have to identify the freight with the invoice, 
and you must deduct the discount whether you take it or not. You 
can’t let it slip by. You will suffer, if you do. 

John F. Cody {VoughUSikorsky Division, United Aircraft, Strat- 
ford, Conn,) : How do you reconcile your explanation of discounts 
with the 1 per cent allowed by T. D. 5000 ? As I understood, it need 
not be deducted. 

Chairman Ebert: I was hoping I could get away without an- 
swering any questions. I can’t reconcile it. 

The question is how do I reconcile my statement that the discounts 
and rebates must be applied directly to each invoice, with the state- 
ment in T. D. 5000 that you are allowed discounts up to 1 per cent. 
My answer is, I can’t reconcile it. All I was doing was quoting in- 
structions that have gone out to the auditors on procedure to be 
followed by them. It is an item that we are taking exception to 
because it is impractical. 

Mr. Cody: A copy of instructions I have seen in chart form 
noted that 1 per cent would be allowable. 

Mr. Aitkin: The government allows you to take up to 1 per 
cent as other income credits. An)rthing over and above that you 
have to apply to the cost of material. 

Mr. Kildtjff: I think I can reconcile that for the gentleman. 
T. D. 5000 was, as you know, related to the Vinson Act, now sus- 
pended under the Second Revenue Act of 1940. Contracting officers 
are using it as a basis for cost. However, it is subject to much inter- 
pretation by the Comptroller General. 

Chairman Ebert: That is true, except that most of your con- 
tracts define cost as itemized in T. D. 5000, and the contracts them- 
selves have been approved in most cases, I believe, by the Attorney 
General. 

Overruns of Material 

Sidney R. Catsiff {Supervisor of Costs, General Electric Co,, 
Fort Wayne, Ind.) : On special materials where it is usually consid- 
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ered economical to order either raw materials on in-process parts in 
excess of the actual requirements of a particular requisition or order, 
there is always the probability that some of it will not be needed to 
replace spoilage. Has any line been drawn between what is consid- 
ered an economical amount of overages which could be allowed in 
cost? 

Chairman Ebert: Has anyone had any experience with over- 
runs? 

I would like to add one comment to that. In machining operations, 
as we all know, there necessarily must be a scrap allowance. Quite 
often none of the scrap allowance is used. However, I believe — ^in 
fact I know — you can collect for the scrap allowance you have in- 
cluded in your cost-plus-fixed-fee contract, provided you do not have 
another order that will use those parts. 

Mr. Catsiff : Suppose, subsequent to closing out the cost of the 
given order — ^before you actually dispose of the overrun — you secure 
another order. Do you have to allow credit? 

Chairman Ebert : I would prefer that someone else answer that 
question. Suppose you have an overrun that is not absorbed in your 
production on a particular contract but is charged to that contract. 
Subsequently, after receiving final payment, you secure another con- 
tract on which the overrun can be used. Must you go back and 
make a credit for that particular item? 

Mr. Aitkin : It seems to me that it is up to the government in- 
spectors to know from the bill of material the amount of material 
required to produce a certain given quantity and to limit it to the 
amount so that there is no overcharge. 

Chairman Ebert: Has anyone had that particular experience 
of having a great deal of overrun material which they picked up in 
their regular contracts? 

Joseph T. O’Connor {Controller, Control Instrument Co., Inc., 
Brooklyn, N. Y.) : We have an overrun on every job that goes 
through. The overrun is held in an inventory account, awaiting 
orders for spares. Then the cost of the overrun is charged to the 
orders for spares. 
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Chairman Ebert : Suppose you never receive orders for spares ? 

Mr. O’Connor: That would be our hard luck. However, we 
have been fortunate in receiving orders for spare and replacement 
parts. 

Thomas Davis {Treasurer, Republic Aviation Corp,, Farming- 
dale, L. L) : It seems to me if the government will pay you for over- 
run materials that are not actually used, that material then becomes 
government property and they have the right to do whatever they may 
see fit with it. I think it then falls into the same category as gov- 
ernment furnished equipment or government furnished material, 
which is government property resting on the contractor’s premises. 

Mr. Aitkin : The fundamentals underlying a cost-plus-fixed-fee 
contract makes the. government the owner of all the property they 
pay for. 

Chairman Ebert: That is true. Let us move on from material. 
I am sure that there are a lot of other items that we would like to 
discuss. We do not need to be confined to the order given in the 
outline. If you have a problem or a question, now is the time to ask 
it, and I believe we can get some good opinions. 

Tool Costs 

Mr. Hess : I should like to have an expression on question 1(b). 

Chairman Ebert : Item (b) — ^‘^Are tools, such as extrusion dies, 
purchased in connection with the purchase of materials and used on 
subsequent contracts, allowable on the first contract in total ?” That 
particular question was included for its nuisance value. On a cost- 
plus-fixed-fee contract we have had one decision from the local au- 
ditor, that where such tools are purchased, even though you had no 
other contract at the time, it would be necessary when another con- 
tract is received, to go back and prorate those tool costs which were 
included in your first material costs, provided it was shown as a 
separate item. That, I say, is the interpretation of a resident auditor 
and is not conclusive. Does that hdp you? 



280 


SESSION IV 


William C. Wichman* (Assistant Works Accountant, General 
Electric Co,, Fort Wayne, Ind.) : I would like to ask on what basis 
of reason that decision was made. I mean, that doesn’t make sense. 
Is the government interested in which contract shows the cost ? They 
are going to pay for it anyhow; they have paid for the tools. You 
can’t charge them for the tools again. Why not let their second 
contract benefit? 

Chairman Ebert : Perhaps I should have stated that this ruling 
applies only where you have other than government contracts. The 
same resident auditor also said : “If the particular material is used 
only on government contracts and there is no question that it will 
ever be used on any other contracts, pick it up on the first contract.” 

David Himmelblau (Head, Accounting Department, Northwest- 
ern University, Chicago, III,) : Has anybody dealt with the Public 
Buildings Administration system of Accounting? They seem to have 
some different ideas. 

Chairman Ebert: Is anyone here familiar with the Public 
Buildings Administration? Are you referring now to emergency 
plant facilities and defense plant corporation facilities? 

Mr. Himmelblau: Yes. They have different rules. I was won- 
dering if anyone was familiar wiA them. 

Mark S. Massel (Bureau of Research & Statistics, 0, P, M,, 
Washington, D, C.) : May I make one point of clarification? The 
Public Buildings Administration constructs buildings of the residen- 
tial type and government building projects. It has nothing whatever 
to do with the emergency plant facilities contract or with the defense 
plant corporation contract. It uses a separate type of contract and a 
separate set of rules. Emergency plant facilities contracts are audited 
by the Army and Navy auditors ; the defense plant corporation con- 
tracts are audited by R. F. C. auditors; and public buildings ad- 
ministration contracts are audited by P. B. A. auditors. 

Chairman Ebert: Well, we took care of that one very nicely. 
Perhaps someone has some experience in this connection. Do you 
have a particular question in regard to the Public Buildings Admin- 
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istration? Most of our questions, of course, are tied to T. D. 5000, 
which, as I mentioned in the beginning, applies particularly to supply 
contracts for the Army and Navy and not to construction. How- 
ever, there are quite a number of us here who have had some actual 
experience with both the defense plant corporation type of contract 
for expansion of facilities, together with the emergency plant facili- 
ties contracts that are issued directly from the War Department, so 
it is not necessary to confine our question on allowable cost to supply 
contracts. 


Costs of Facilities 

Roger M. Wakeman {Cost Accountant, Bullard Co., Bridge- 
port, Conn.) : I would like to ask if, in an emergency plant facilities 
contract, the cost of engineering the new bmlding and the planning 
of the equipment necessary to bring your production up to a certain 
level can be included in the cost of the emergency plant facilities 
contract ? 

W. L. Hewitt {Works Accountants Staff, General Electric Co., 
Schenectady, N. Y.) : We have had several cases where that came 
up and in every case it has been settled by allowing a fixed percentage 
of the contract price. That fixed percentage is to cover all the origi- 
nal study work that is necessary in determining the facilities needed 
and in accounting for them. 

Chairman Ebert: Does somebody else have an answer to this 
that may be contrary to that statement? I believe it is generally 
conceded in the War Department and in the R. F. C. They have 
followed the practice of recognizing as costs such preliminary ex- 
pense together with the expense necessary while the buildings are 
under construction. You said that the allowance was a fixed per- 
centage, did you not? 

Mr. Hewitt: A fixed percentage of the total cost of facilities. 

Chairman Ebert: Was it actual cost, not to exceed the fixed 
percentage? 


Mr. Hewitt : No, it was a fixed allowance. 
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Harry Blumenthal (Cost Accountant, Wright Aeronautical 
Carp., Paterson, N. J,) : It is my impression that each contract with 
the Defense Plant Corporation is a contract within itself. Some will 
allow you service charges, which is the type of charge to which the 
gentlemen referred, and some will not allow that charge. It all de- 
pends on your contract, I believe. Every contract is different. We 
have two in our place and one carries certain items; the other one 
doesn’t. 

James W. Jones (Chief Bookkeeper, Glenn L. Martin Co,, Balti- 
more, Md.) : I would like to make an observation with regard to 
the expenses of administration and engineering in connection with 
new buildings. We have been accumulating the traveling expenses 
of our executives and we are billing the government on the prescribed 
forms for those expenses. Apparently the government has approved 
and allowed such cost for executives of our company whose business 
it is to see that the company has sufScient productive facilities. 

Chairman Ebert: Does that include officers? You said execu- 
tives, 

Mr. Jones : That is what I meant by executives. In the case of 
extrusion dies some of the manufacturers will quote you a price on 
a quantity which includes the dies and other manufacturers will bill 
the cost of the die first and then bill the cost of material at a per 
pound price. If the government allows the cost of the dies to be 
charged to the first contract, that is reasonable because it is based 
on the quantity of units ordered. But how are they going to distin- 
guish the cost of the dies in the case where you buy the material at 
a price which includes the cost of dies? Obviously, you are going to 
buy material for the same number of units. 

Chairman Ebert: That is correct. If you will recall, I merely 
said that that was the opinion of the resident auditor who made the 
request that we prorate the cost of extrusion dies over two contracts, 
but there was no authority on it. The only reason I brought up the 
question at all was for its nuisance value. 

Mr. Healey: On the matter of salaries of executive officers of a 
corporation, I believe you will find there is a limitation of $6,000 per 
annum. 
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Mr. Aitkin : That applies to defense plants only, not the Army 
and Navy contracts. 

Sherman M. Chandler (Plant Accountant, Combustion Engi- 
neering Co,, Inc,, New York, N, 7.) : Just one more question 
with respect to tools. In a case where you have large presses with 
a considerable expenditure for tools, and are working on govern- 
ment contracts of the fixed-price type and also regular commercial 
contracts, what basis should be used to divide the tool charge be- 
tween the government contract and the commercial contract? Would 
it be considered a fair basis to throw those tool expenditures into 
your overhead account and let the contracts bear their share of the 
cost as applied through the overhead burden rates? 

Mr. Aitkin : From my knowledge of the general practice I would 
say that most of the engine companies charge tool costs into over- 
head. I believe the question is being brought up in Washington 
whether tools that have a longer life than a year should be capi- 
talized and amortized. 

Chairman Ebert : I believe there is also a ruling that none of 
these tools can be picked up as direct charge against the contract. 
The cost must be taken through overhead or through regular amorti- 
zation. 

J. B. Martin (Chief Cost Accountant, Mullins Mfg, Corp,, 
Salem, Ohio) : What is the ruling in regard to the costs of instal- 
lation and of foundations for equipment under a defense plant cor- 
poration contract? May they be included? 

Chairman Ebert: The question is, does the installation cost 
become part of the cost of the equipment purchased under the de- 
fense plant corporation t)q)e of contract? 

Mr. Davis: We do not have a defense plant corporation con- 
tract, but we have an emergency plant facilities contract and the 
installation costs of machinery and equipment purchased on that con- 
tract were allowed as charges to the contract. 

Mr. Healey : We happen to be operating under a defense plant 
corporation contract or lease. The cost of installation is being accu- 
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mulated at one point, and will be spread on the basis of dollar value 
of the equipment to become a part of the cost of that equipment. 

Cost of Rehabilitation 

Mr. Wichman : I would like to ask a question with respect to 
cost-plus-fixed-fee work. If you are doing civilian work and you 
rearrange your factory so that you can do cost-plus-fixed-fee work, 
will the government later on allow you a demobilization expense to 
put it back the way it was, in order that you may go on with civilian 
work? Isn’t that part of the cost of government work? 

Chairman Ebert: It is a perfectly logical question. There is no 
question but that it is part of your cost. I do know that extraordi- 
nary cost of rearranging your plant is allowable. There is no reason 
to believe that a shrinkage cost couldn’t be allowable, but I don’t 
know. I would suggest you send that to Colonel Volandt. 

Mr. Cody: Under an emergency plant facilities contract you are 
allowed the cost of returning your plant to its original structure, 
that is, where there has been an addition to an existing plant. Per- 
haps the present question might fall in the same category, permit- 
ting an allowance for returning the plant to its original condition. 

Chairman Ebert: You are referring to a supplies contract? 

Mr. Wichman: Yes, a supplies contract. It is not part of a 
facilities contract unless it happens to be so specified. 

Chairman Ebert: Is this a h)rpothetical case? 

Mr. Wichman : Yes, but we are all going to have it, and lots of 
it. When this emergency is over, it won’t be theoretical at all, 

Mr. Healey: I can’t answer the question; but this morning I 
mentioned something about recognizing that problem. I doubt very 
much whether it would be allowed as an item of cost on supply con- 
tracts today. But you might use a reserve to safeguard against pay- 
ing out to stockholders in the form of dividends money that you will 
need later, and at that time they may be recognized as items of cost 
if you still have a supplies contract. 
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Mr. Wichman: Do you mean that you can make an accrual 
which the Treasury' Department will recognize? How are you going 
to hold it out? 

Mr. Healey : I didn’t say they would recognize it — ^merely that 
you could use the reserve for book purposes only. 

Chairman Ebert: You didn’t even want to infer there was a 
possibility of collecting that from the government in advance of 
spending it. 

Mr. Contant: I might say that in the last war, such charges 
were allowed when the plants were dismantled. The cost of putting 
them back into their original form were allowed as expense. 

Chairman Ebert : Were we talking about a cost-plus-fixed-fee 
contract? 

Mr. Wichman : That is exactly what I mean. 

Chairman Ebert : I think that should have been picked up when 
you started and when you terminated your contract. 

Mr. Wichman : As an accrual. 

Chairman Ebert : Only your actual expenditure is all you can 
pick up. 

Mr. Wichman : We aren’t going to make it until it is over. 

Chairman Ebert : I said I can’t answer your question. 

Overhead in Facilities Contracts 

Carl H. Grashof {Controller's Office, Eastman Kodak Co., 
Rochester, N. Y.) : In all of the emergency plant facilities contracts 
and facilities clauses in procurement contracts that we have had at 
first writing, there was always a little clause included which said that 
no overhead of any kind can be charged to the cost of the contract 

The way we got around it was by refusing to accept it in the first 
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form. We accepted revised contracts containing a provision that the 
overhead costs of our tool department and various construction de- 
partments might be on any labor expended by those departments. I 
wondered how anyone else here has tackled that? 

Chairman Ebert: This is under what type of contract? 

Mr. Grashof: Both the emergency plant facilities and the Navy 
tjrpe of contract, where the facilities are included as a section of the 
main contract. 

Chairman Ebert : Has this been allowed ? Has it been paid for ? 

Mr. Grashof: It is set forth right in the contract. The Govern- 
ment accepted the contract with it in there eventually; but on the 
first reading of every contract we ever considered before negotiations 
started, that phrase always appeared. 

Chairman Ebert: In other words the final contract had a special 
clause in it, including overhead, which was different than any other 
contract that they had presented to you? 

Mr. Grashof: Yes. 

Mr. Cody: I would like to ask whether or not overhead was 
allowed on installation charges. 

Mr. Grashof : The clause we put in simply made provision that 
a certain rate of overhead should be allowed on any labor which we 
expended for the manufacture, construction or installation of the 
facility. 

Mr O'Connor: Did you show the overhead as a separate item 
or include it with your labor figure? 

Mr Grashof: As a separate item. 

Maurice H. Baitler (Office Manager, Perkins Machine & Gear 
Co., Springfield, Mass.) : In connection with the emergency plant 
facilities contracts, we have one where overhead was excluded 
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by the terms of the contract, but some of the facilities included tools 
which we made in the plant on which we applied toolroom burden. 
This overhead on tools was allowed by the government auditor. 

Chairman Ebert : Let me say, however, that quite often pro- 
visions get into contracts which are contrary to public law, and if 
this is the case it will be thrown out ultimately even though they are 
in the contract. There are several rules to this effect. I came in 
contact with one such ruling recently. 

Period Used for Overhead Rate 

Leonard E. Zastrow {Assistant Controller, Bucyrus-Erie Co,, 
South Milwaukee, Wis,) : This morning Mr. Healey stated that 
overhead was being distributed on a direct-labor basis and on an 
annual basis. Is that correct? 

Mr. Healey: The percentage was arrived at over an annual 
period, although we have changed our percentage figures on occasion 
in mid-year. 

Mr. Zastrow: I was very much interested in that because our 
experience has been very different. The resident auditor in our case, 
with the approval of his superior, forced us to take the actual over- 
head in the month in which the direct labor was performed and use 
that as a base for a percentage distribution over the contract. 

Chairman Ebert : Was that a cost-plus-fixed-fee contract ? 

Mr. Zastrow : Yes. 

Mr. Healey: The government auditors compile for their own 
purposes an overhead accumulation which they use in preparing the 
analysis which they present to their chief auditor, but that is on 
fixed-fee and not cost-plus contracts. 

Chairman Ebert: On a cost-plus-fixed-fee contract, I believe 
they will handle it either way, until such time as you get to the final 
accounting. Normally they reimburse you weekly or monthly. 
Overhead is picked up normally by the resident auditor at the actual 
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rate of overhead less those items which are disallowed or unaudited. 
I believe you will find that at the end of the contract they will 
recompute the overhead for the life of the contract. That is only 
my guess right now. 

ilR. Healey : One point of clarification : In the airplane business, 
■whether you have a cost-plus-fixed-fee contract or fixed-price con- 
tract, they audit your books. That might help to clear up your point. 

Mr. Wichman: I would like to ask Mr. Healey whether the 
privilege of a governmental audit goes with a fixed-price contract. 

Mr. Healey : I don’t recall the exact wording, but the contract 
states that a representative of any governmental agency has the right 
to look at our books. 

Chairman Ebert : I can add one comment to that. There is a 
decision by the Attorney General’s office that no contract can be 
entered into by the government that excludes an audit by the govern- 
ment. Whether or not your contract has a clause in it saying you 
are subject to audit, you are nevertheless subject to audit. 

Mr. Aitkin : It is my understanding that in airplane companies 
you have to figure the overhead for the entire period of the contract, 
even though you go back to the prior fiscal year. 

Chairman Ebert : That is correct. 

Contracts Contrary to Federal Law 

Emory A. Austin {Gener<d Auditor, Hammermill Paper Co., 
Erie, Pa.) : You made a statement, I believe, that the contract might 
be signed and still it might be found to be contrary to existing law. 
I assume this might hold even after you had received payment and 
the matter had been passed by the Comptroller General. When 
would you know, in your opinion, that the money was safe? It might 
even have been paid out to the stockholders in dividends. 


Chairman Ebert: I don’t know. I am no lawyer. In fact, 
even if I were a lawyer practicing in Washington, I wouldn’t at- 
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tempt to answer your question. All I know is that there have been 
several rulings in past years where, through an error in contracts 
containing provisions contrary to the statutes of the United States, 
the contract has had to be changed. 

Mr. Austin : Wouldn’t there be a statute of limitations on that? 

Allen W. Maddren {Editor, Research Institute of America, 
New York, N. Y.) : It is my understanding that the contract must 
be authorized by a specific or general act of appropriation, which is 
the first thing that has to be investigated. Any provision of the 
contract not expressly or impliedly authorized by the act is apt to be 
unauthorized and invalid. In addition to the appropriation, which 
may limit the contract, there are various other statutes which may 
have an effect on the contract, such as statutes, general in effect, specifi- 
cally authorizing particular provisions or directing that certain things 
can’t be done. Typical provisions may be found in labor legislation. 
If you put a clause in the contract which is contrary to any statute, it 
is unauthorized and a government official cannot bind the government 
to comply with it. For instance, the Comptroller General has held 
that a clause in a contract that the contractor shall comply with the 
provisions of the National Labor Relations Act is unauthorized and 
is not binding upon the contractor, because the National Labor Rela- 
tions Act contains specific clauses for its own enforcement, and nei- 
ther the appropriation under which the contract was made, nor any 
other statute directed that the contract should contain such a provi- 
sion ; also, a provision in a contract that a contractor should keep cer- 
tain records and certain data, although meritorious, being intended to 
further a government project of a social nature beneficial to the 
people at large by providing necessary information, was held to be 
unauthorized and therefore invalid. It is essential, consequently, that 
in drawing up any contract with the Government, close attention be 
given to the Act of Appropriation and all other statutes pertaining to 
the contents of the contract. 

Donald M. Russell {Partner, Lybrand, Ross Bros. & Mont- 
gomery, Detroit, Mich.) : Mr. Massel made a statement yesterday 
that we could expect some tightening up of cost accounting definitions 
and regulations. I wonder whether he would care to say anything 
more about it. Is there to be a manual issued that will replace T. D. 
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5000, and if so, will industry have an 3 rthing to say about the prepa- 
ration of such a manual? 

Mr. Massel: All I can say at the present time in answer to your 
question is that the possibility of setting up uniform cost manuals has 
been under discussion. Thus far there has been no sign of what the 
outcome of the discussion will be. The problem involves the further 
question of whether to set up one general cost manual or whether to 
set up manuals for various industries. 

Depreciation on Defense Facilities 

Mr. Keller: I think there is one very important point on these 
allowable costs which we certainly should discuss at this meeting, 
namely, facilities which are purchased specifically for defense work 
with company funds. Later bids are submitted to the government 
for materials which would be produced on such facilities. What are 
the allowable depreciation or amortization charges in that case ? How 
much depreciation may you take into cost if you want to claim non- 
reimbursement ? Is the rate 20 per cent, or is it a rate based on nor- 
mal life? 

Chairman Ebert: The question is: What rate of depreciation 
or amortization would be allowed under the supplies contract to a 
manufacturer who has gone out and erected facilities out of his own 
funds and has then entered into a contract to furnish supplies? I 
would like to ask you first, whether you mean from an income tax 
deduction standpoint or from the standpoint of reimbursement from 
the government? 

Mr. Keller: Reimbursement from the government. What de- 
preciation or amortization rate would you include in arriving at your 
contract price? Of course, from an amortization standpoint for in- 
come tax purposes, you can take advantage of the 60-month provi- 
sion, if the facilities are covered by a certificate of necessity. But in 
arriving at your contract price, should you use the rate of deprecia- 
tion which that equipment normally would have, or an accelerated 
rate, say 20 per cent, taking as cost the same rate that is used for 
tax purposes ? 
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Chairman Ebert: Frankty, I think you have to decide yourself ^ 
whether you want the government to repay you for those facilities^ 
whether or not you already have a contract, whether the expansion 
took place after a certain date, and whether your time allowance has 
expired. The advisability of taking normal rates or the speeded up 
rates is something that you have to determine for yourself. 

Mr. Austin : In the interest of saving time, I would like to point 
out that this subject is being discussed in the Jade Room later in the 
afternoon in one of the other groups. 

Escalator Clauses 

Edward P, Gillane {Works Accountant, Underwood Elliott 
Fisher Co,, Hartford, Conn ,) : I would like to hear an expression of 
opinion on how and when additional costs, covered in an escalator 
agreement under government contracts are recovered. I believe that 
is very important. 

Mr. Zastrow : I would like to ask Mr. Gillane whether he means 
additional costs, which originate as a result of changes in specifica- 
tions by the government. 

Mr. Gillane; Due to anything; it might be an adjustment in 
wage rates. You have certain estimated costs on fixed-price contracts 
and you find you actually expended on prime factory costs more than 
the amount of money you originally estimated. Should you proceed 
with a contract and take a loss on it, or should you stop work and get 
advice from the government beforehand as to whether or not they 
will pay the additional costs ? 

Mr. Zastrow: I happen to know a supplier in our area who 
handled that situation by getting an amendment to the original con- 
tract from the government. 

Mr. Gillane : Before he over-expanded ? 

Mr. Zastrow: Yes. 


Mr. Aitkin ; Some contracts have a provision for price adjustment 
to a maximum of perhaps 25 per cent on material and labor, based on 
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certain indexes. In accounting for an increase in the material and labor 
costs on a fixed-price contract containing such a clause, I know of some 
places where they accrue the increased cost and make a billing every 
quarter. The government does not have to pay that. They wait until 
&e end of the contract. Personally, I am of the opinion that payment 
for added costs should be confined to the proportion of the production 
that has been shipped and billed. It should not be made on the pro- 
duction still in inventory. 

Chairman Ebert: Do you have a contract with an .escalator 
clause in it? 

Mr. Gillane: We are just planning on going into it now. That 
is why I would like to have an answer at this time. 

Mr. Grashof: We have several contracts with escalator clauses 
in them, the most common applying to labor. There is one pet form 
for an escalator clause that is recommended by the Navy Department 
in which you estimate your labor quota for each three-month period 
of your contract. You write into your contract that amount of labor 
and then you select an index. We use the Department of Labor index 
for durable goods industries. Then as that index moves, the labor 
quota that is set forth in the contract is adjusted. For example, if we 
said we were going to spend $100,000 for labor in the first quarter of 
the year and the index went up 4 per cent for that period, we would 
merely send the government a bill for $4,000 and they would pay it, 
whether we spent $100,000 for labor or not. In fact, it is also stated 
in the contract that the liability of the government for the increased 
labor cost shall be fixed whether the money for the labor was actu- 
ally spent or not. This is a very simple way of taking care of in- 
creased labor costs. 

The material situation, however, is somewhat more involved in that 
you can seldom get a single index to tie your material cost to, at least 
we couldn’t. We worked out a plan which is more or less satisfactory 
in which we merely froze the prices on which we based our quotation, 
and then if we pay more for our materials than those frozen prices, 
we get that much more for our finished product as we ship and bill it. 

Mr. Gillane: Were you working at a predetermined fixed price 
per unit on that type of contract? 
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Mr. Grashof: Yes. 

Chairman Ebert : It is getting late. We have to bring this to a 
close. The escalator clauses are pretty well defined in a great number 
of contracts. All I would like to add is to suggest that you have the 
right escalator clause when you start. I don't believe that any of 
them are altogether right because they do not protect you for in- 
creased hours due to new personnel, but only for an increase in 
rates. 

. . . The meeting adjourned at three-forty o'clock . . . 


ACCELERATED DEPRECIATION— COST AND TAX 

ASPECTS 

Chairman: William Blackie 
Controller, Caterpillar Tractor Co., Peoria, III 


Chairman Blackie : I would like to start our meeting by defin- 
ing roughly the scope of our subject this afternoon. There has been 
some misunderstanding as to the extent to which the subject of ac- 
celerated depreciation might overlap the subject of amortization at 
capital investments being discussed at another meeting by Mr. Har^ 
McQuskey; but we have worked out a reasonably good distinction 
between the two subjects and I am going to define the limits of our 
particular subject matter now so that those of you who think you are 
going to hear about amortization may move over to some other 
meeting. 

A most apt definition of the subject of our discussion occurs in the 
N. A. C. A. research study published in the Bulletin of April 15, 
entitled "Practice in Accounting for Depreciation.” As defined in 
the questionnaire which was the basis for that publication; 

"By accelerated depreciation is meant a blanket increase in rates 
during a period of abnormal activity to take care of the additional 
wear and tear occasioned by more than normal usage of equip- 
ment. It should be distinguished from adjustments of rates r^ 
suiting from a review of estimated remaining life as required, by 
T. D. 4422 ” 
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There are three main aspects of depreciation — (1) valuation, (2) 
replacement or return of investment, and (3) exhaustion of useful 
life. We are concerned only with this latter aspect — ^the exhaustion 
of useful life, which is the deduction contemplated by our tax laws 
and regulations. If "exhaustion of useful life” is interpreted broadly 
enough it is also, to my mind, substantially equivalent to what may be 
considered the proper charge against operations over a given period. 

As you all know, T. D. 4422 is the basis for the present income tax 
concepts of depreciation, and since no discussion of our subject could 
be complete without reference to the statutory or regulatory defini- 
tions resulting from that decision, I would like to remind you of these 
and a few other pertinent definitions which must be kept in mind if 
the income tax aspects of our subject are to be given the consideration 
they deserve. 


Depreciation — reasonable allowance for the exhaustion, wear 
and tear of property used in the trade or business, including a rea- 
sonable allowance for obsolescence. . . .” (I. R. C., Sec. 23 (L)) 
"A reasonable allowance for the exhaustion, wear and tear, and 
obsolescence of property used in Ihe trade or business may be de- 
ducted from gross income. For convenience such an allowance will 
usually be referred to as depreciation, excluding from the term any 
idea of a mere reduction in market value not resulting from ex- 
haustion, wear and tear, or obsolescence. The proper allowance 
for such depreciation of any property used in the trade or business 
is that amount which should be set aside for the taxable year in 
accordance with a reasonably consistent plan {not necessarily at a 
uniform rate) whereby the aggregate of the amounts so set aside, 
plus the salvage value, will, at the end of the useful life of the prop- 
erty in file business, equal the cost or other basis of the property 
determined in accordance with section 113. Due regard must also 
be given to expenditures for current upkeep. . . (Keg. 103 : Sec. 


Method of computing depreciation allowance — ^“The capital sum 
to be recovered shall be charged off over the useful life of the prop- 
erty, either in equal annual installments or in accordance with any 
other recognized trade practice, such as an apportionment of the 
capital sum over units of production. Whatever plan or method 
of apportionment is adopted must be reasonable and must have due 
regard to operating conditions during the taxable period. The 
reasonableness of any claim for depreciation shall be determined 
upon file conditions known to exist at the end of the period for 
which the return is made. If the cost or other basis of the property 
has been recovered through depreciation or other allowances no 
further deduction for depreciation shall be allowed. The deduction 
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for depreciation in respect of any depreciable property for any tax- 
able year shall be limited to such ratable amount as may reasonably 
be considered necessary to recover during the remaining useful life 
of the property the unrecovered cost or other basis. The burden 
of proof will rest upon the taxpayer to sustain the deduction 
claimed. Therefore, taxpayers must furnish full and complete in- 
formation with respect to the cost or other basis of the assets in 
respect of which depreciation is claimed, their age, condition, and 
remaining useful life, the portion of their cost or oilier basis which 
has been recovered through depreciation allowances for prior tax- 
able years, and such other information as the Commissioner may 
require in substantiation of the deduction claimed. 

‘^A taxpayer is not permitted under the law to take advantage in 
later y^rs of his prior failure to take any d^reciation allowance 
or of his action in taking an allowance plainly inadequate under the 
known facts in prior years, . . (Reg. 103 : Sec. 19.23 (L)-5) 

Obsolescence — “With respect to physical property the whole or 
any portion of which is clearly shown by the taxpayer as being 
affected by economic conditions that will result in its being aban- 
doned at a future date prior to the end of its normal useful life, so 
that depreciation deductions alone are insufficient to return the cost 
or other basis at the end of its economic term of usefulness, a rea- 
sonable deduction for obsolescence, in addition to depreciation, may 
be allowed in accordance with the facts obtaining with respect to 
each item of properly concerning which a claim for obsolescence 
is made. No deduction for obsolescence will be permitted merely 
because, in the opinion of a taxpayer, the property may become 
obsolete at some later date. This allowance will be confined to such 
portion of the property on which obsolescence is definitely shown 
to be sustained and cannot be held applicable to an entire property 
unless all portions thereof are affected by the conditions to which 
obsolescence is found to be due.” (Reg. 103: Sec. 19.23 (L) -6) 

Changes in accounting methods. "... A taxpayer who changes 
the meffiod of accounting employed in keeping his books shall, 
before computing his income upon such new method for purposes 
of taxation, secure the consent of the Commissioner. For the pur- 
poses of this article, a change in the method of accounting employed 
in keeping books means any change in the accounting treatment of 
items of income or deductions. ...” 

“Application for permission to change the method of accounting 
employed and the basis upon which the return is made shall be filed 
within 90 days after the beginning of the taxable year to be cov- 
ered by the return. . . (Reg. 103 : Sec. 19.41-2) 

From these excerpts it may be gathered, among other things, that 
there is no lack of support for, at least, the theory of accelerated de- 
predation as an element of cost or expense deductible from income 
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for income tax purposes. I have found, however, a definite shortage 
of available material as to how such a deduction can be sustained for 
tax purposes and, as I suspect our interest (for the next year or two) 
is going to lie primarily in the tax aspects of our subject, I think we 
might consider these aspects before turning to the costs problems. 

Under the impetus of the tremendous defense effort now under 
way, production machinery, machine tools and other items of capital 
equipment are being used at an abnormally high rate of activity. (At 
this point, we might narrow the focus on our subject to eliminate 
items such as buildings, which are not recognizably affected by fluc- 
tuations in the volume of production.) Today, three-shift manufac- 
turing schedules are common, “swing” shifts and four work crews 
are being introduced in hundreds of plants, and the utilization of pro- 
duction facilities for 160 or 168 hours a week is becoming more and 
more prevalent. 

In the depreciation rates being used by most manufacturers it is 
certain that no such volume of activity was contemplated. Are de- 
predation provisions, therefore, to be increased to recognize the 
hastened exhaustion of useful life engendered by the increased tempo 
of wear and tear? If so, how are the increased provisions to be sus- 
tained as deductions for income tax purposes? 

I am told that very few companies have, so far, substantiated 
daims for such deductions, and this is borne out by the N. A. C. A. 
research study in which companies using the straight-line basis for 
calculating depreciation were asked : 

“1. Has your volume recently increased suffidently to justify con- 
sideration of accderated depreciation?” 

“2. Have you increased your depredation rates as a result?” 

“3. If increased, as an indication of the extent of the increase, 
what per cent over normal rates would you use for a 100 per 
cent increase in operations, i.e., a shift from a 40-hour week to 
an 80-hour week, or two shifts in place of one?” 

“Of the 245 companies, 56 had experienced, at the time of an- 
swering the questionnaire, an increase in business suffident to jus- 
tify consideration of accelerated depreciation. Of the 56, eight had 
decided to accelerate their depreciation rates for certain types of 
assets, 24 reported that the subject was under consideration, and 
another 24 merdy answered 'No’ to question 2.” 

The attendance here today makes me think that conditions have 
dianged considerably since the questionnaires were completed in De- 
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cember, 1940, and the prospects for the immediate future are that 
most manufacturing plants will be faced with either increased pro- 
duction justif 3 dng consideration of accelerated depreciation, or de- 
creased production justifying consideration of decelerated depreda- 
tion. In a defense economy, with regulation and rationing taking the 
place of supply and demand, few, if any, manufacturing businesses 
can remain static. 

Before throwing the meeting open to its real purpose — discussion 
— I believe I might clear away some confusion which, I have learned, 
has been prevalent in the minds of many taxpayers over what has 
appeared to them to be a seeming inconsistency in provisions of the 
already-quoted regulations : viz, *"The reasonableness of any claim for 
depredation shall be determined upon the conditions known to exist 
at the end of the period for which the return is made” (Reg. 103: 
Sec. 19.23 (L)-5) and ‘"Application for permission to change the 
method of accounting employed and the basis upon which the return 
is made shall be filed within 90 days after the beginning of the taxable 
year to be covered by the return” (Reg. 103: Sec. 19.41-2). The 
solution may, however, be derived from the definition with which I 
opened the meeting. Accelerated depreciation is recognized as such 
for tax purposes by an increase in annual depreciation rates — ^which 
does not involve a change in method requiring the advance consent of 
the Commissioner and may be undertaken in the light of the condi- 
tions prevailing at the end of the year. Change from, say, a straight- 
line basis of depreciation to a productive-activity basis is, however, 
a change in method for which permission must be requested within 
90 days of the beginning of the year in which the new basis is to be 
used. It is now, therefore, too late to make any such change in 
method for the calendar year 1941 ; but, as this discussion devdops, 
I think it will become apparent that the confusion arose not because 
taxpayers contemplated or desired a change in method, but because 
they thought in terms of productive activity as a means of justif 3 dng 
blanket increases in annual rates. 

Those of you who struggled with, or who have happened to study, 
the problem of accderated depreciation in the period of abnormal 
activity stimulated by the last world war, may recall the arguments 
put forth on the effects of multiple shifts and overtime — the dilution 
of skilled labor in expansion of the working force, reduced efficiency 
during night work, divided responsibility for machine care over more 
than one shift, over-loading and over-speeding of machinery, inade- 
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quate shut-down of machinery for repairs and maintenance, etc. 
Since that time, however, an altered tax concept of depreciation has 
been promulgated in T. D. 4422, in which it is declared not only that 
“Whatever plan or method of apportionment is adopted must be rea- 
sonable and must have due regard to operating conditions during the 
taxable period^' but also that “The reasonableness of any claim for 
depreciation shall be determined upon the conditions known to exist 
at the end of the period for which the return is made,” and “The 
deduction for depreciation in respect of any depreciable property for 
any taxable year shall be limited to such ratable amount as may rea- 
sonably be considered necessary to recover during the remaining use- 
ful life of the property the unrecovered cost or other basis.” 

The decision contemplates that the charge against income shall be 
measured by determination of the condition (1) existing during the 
year, (2) existing at the end of the year, and (3) likely to exist in 
future years as determined by appraisal of the causes affecting, or 
likely to affect, “the remaining useful life of the property.” From the 
nature of his functional specialization, the accountant, believing that 
reasonably ascertainable causes provide a sound basis for estimating 
probable future effects, will be likely to give most weight to the first 
of these factors, whereas the two latter factors will undoubtedly find 
major favor with the appraisers and engineers. I think you will also 
find the Appraisal Section of the Internal Revenue Bureau disposed 
to attach more significance to future remaining useful life than to 
past exhaustion, but, as noted from the treasury decision, there is 
ample support for the general historical accounting approach to the 
determination of “reasonableness” — ^analysis of demonstrated past 
results and corollary inference as to the probable future. 

With these preliminary remarks, let us turn to discussion of the 
ways and means by which the extent of accelerated depreciation may 
be measured and, if possible, sustained as a deduction for income tax 
purposes. 

In order to determine what effect, if any, plant activity has on the 
useful life of manufacturing facilities, a study of the behavior of each 
item of importance in the plant account under var 3 dng conditions 
will, undoubtedly, be required by the Internal Revenue Bureau. The 
Bureau will probably request (1) a detailed explanation of the 
method you propose to use in arriving at the computation of de- 
preciation, and (2) the information indicated by the following sum- 
mary: 
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1. Principal types of machinery. 

2. Number of machines of same type or model. 

3. Cost, by items. 

4. Age, dates of installation, and, if new, when acquired. 

5. Function, use and operation of each principal type of machine. 

6. Wearing parts, enumerate, as follows : 

(a) Wearing parts replaceable and how accounted for on 
books, that is : 

(1) Expense through repair and maintenance charges. 

(2) Capital items credited to plant and charged to the de- 
preciation reserve. 

7. Historical record of retirements, showing : 

(a) Date of installation. 

(b) Date of retirement. 

(c) Cause of retirement. 

8. Classify items as follows : 

(1) Those items the lives of which are not affected by use. 
Percentage of dollar value. 

(2) Items having wearing parts which are maintained in good 
operating condition by replacement of minor parts through 
current yearly expenses and on which use is a minor fac- 
tor as affecting total useful life. Percentage of dollar 
value. 

9. Percentage of dollar value retired for obsolescence. 

10. Percentage of dollar value retired on account of wear and tear, 

after elimination of items defined under paragraphs 8 and 9. 

11. Average age of retirements on account of obsolescence. 

12. Average age of retirements on account of wear and tear. 

13. Normal production. How estimated. 

14. Estimated decreased life for items comprised under paragraph 

10, on account of accelerated production. How determined. 

15. Fully depreciated assets in the plant account still in use. 

Among the more interesting features of the information requested 
are (1) the distinction to be drawn between assets retired for obso- 
lescence and those retired for wear and tear, and (2) the apparent 
acceptance of a conclusion that, at the actual point of retirement, 
assets are retired because they are either obsolete or worn out. Many 
accountants appear, however, to conceive of a depreciation rate as one 
covering, at the same time, both obsolescence and wear and tear ; and 
they may perhaps find some support in the afore-quoted statutory 
definition of depreciation as “A reasonable allowance for the exhaus- 
tion, wear and tear of property used in the trade or business, includ- 
ing a reasonable allowance for obsolescence,” or in the tax regula- 
tions, which prescribe that : “A reasonable allowance for the exhaus- 
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tion, wear and tear, aiid obsolescence of property used in the trade or 
business may be deducted from gross income.” We might, there- 
fore, start our discussion with a clarification of just what the depreci- 
ation rate covers when an asset is subject to both obsolescence and 
wear and tear. 


Depseciation and/or Obsolescence 

James A. Shanahan {Public Accountant, Manchester, N. if.) : 
It seems to me that the depreciation rate should cover both obsoles- 
cence and physical depreciation. It is my feeling that the rate you take 
should be based on either the physical life or the economic life of the 
asset. In other words, a machine may have a life of thirty years 
physically, but in the normal progress of the inventive art industry 
it may become obsolete in twenty years. Therefore, you take the 
greater rate, or 5 per cent. That is my conception of the rate that is 
acceptable. 

Chairman Blackie: Isn’t it a fact, however, that accountants 
have talked and written at length to the effect that a depreciation rate 
may include provision for both wear and tear and obsolescence? 
There have been some recent writings to the effect that we should 
have the reser\"e for depreciation broken down into component parts : 
(1) a reserve for wear and tear, and (2) a reserve for obsolescence. 

Paul D. Seghers {Tax Consultant and Accountant, Barrow, 
Wade, Guthrie & Co,, New York, N. Y.) : I don’t see how any de- 
preciation rate can take into consideration a life greater than the 
lower of the two lives. What I mean to say is this, that if you esti- 
mate that in the normal progress of the inventive art you will replace 
your machine on the basis of a ten-year life, the fact that it might 
have a twenty-year physical life would have no bearing; if ten years 
is your estimate for obsolescence, it inevitably absorbs and eats up the 
physical life. It doesn’t seem that you can take obsolescence on a 
ten-year life and physical depreciation over twenty years, because 
if it is going to be thrown out at the end of ten years, the physical life 
doesn’t have any bearing on the case. I think that they usually ex- 
pect you to give some weight to both factors. Any prediction of 
obsolescence can only be a prediction, and that is where I think the 
first conflict arises between the regulations and the law. 

The regulations speak of proof of sustained obsolescence: That is 
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bad English, to start with, because obsolescence is growing old. Ob- 
soleteness is an event that has occurred or is known to occur. I think 
there is your first difficulty in reconciling the Bureau’s attitude with 
the law. 

The law speaks of reasonableness and does not refer to a deduction 
for obsoleteness or even for obsolescence in addition to physical de- 
preciation, but speaks of the lesser, including an allowance for obso- 
lescence, so that the law must mean whichever life is the shorter. 

One illustration I like to give in arguing depreciation — depreciation 
is largely argument anyway, despite what the engineers think — ^is a 
roof on a building. If you add a roof to a building, and the character 
and the nature of the roof is such that it will have to be replaced once 
more before the building is gone, that is the estimated useful life. If, 
on the other hand, you put on such a good roof that it would normally 
last ten years longer than the expected life of the building, you don’t 
expect the roof to sit up there after the building is gone. Therefore 
your depreciation rate contemplates the roof going out with the build- 
ing, That is true, but it isn’t always taken into consideration in the 
case of building additions. Even small buildings adjoining a main 
building may be better built than the main building and have a greater 
normal life expectancy. Yet if you expect, because of the arrange- 
ment of the main building, that you are going to rip it out as soon as 
you can afford to, your physical life isn’t the guide, and your depreci- 
ations of these additions should be tied to your main building. So I 
think taking the lower of the two life expectancies must be the ac- 
countant’s concept as well. The accountant arrives at an estimate 
by considering both factors and weighing them. One is an estimate 
and the other can be quite accurately engineered. The physical life 
can be quite accurately estimated. 

This was a comment rather than a question, but you asked for 
comments. 

Chairman Blackie: I know you have given this matter con- 
siderable study, and I am glad to have you refer to it here. 

I raised this matter of obsolescence early in the discussion so that 
we could perhaps eliminate it from further consideration. As we 
noted, the information requested by the Bureau included a distinc- 
tion between items retired because of obsolescence and items retired 
because of wear and tear. The basis indicated by Mr. Seghers seems 
to me to offer a possible means whereby distinction can be made be- 
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tween assets in the course of being depreciated. For assets already 
retired, there would appear to be no alternative to an investigation 
or review of the reasons for the retirement action. Assets depreci- 
ated during their life for wear and tear may, nevertheless, be retired 
for obsolescence, and vice versa. Heavy presses may last perhaps 
fifty years if they are kept in good condition, and obviously physical 
life is not the predominant factor in their depreciation rate. On the 
other hand, wear and tear must be the prime factor in establishing 
the rate for depreciation of high-speed machine tools which, having 
a relatively short life, are not exposed to the same risk of obsolescence 
or change in the art. Nevertheless, presses are frequently retired for 
wear and tear and high-speed machine tools are often retired for 
obsolescence. 


Repairs and Depreciation 

A. F. North {Controller, Allen Bradley Co,, Milwaukee, Wis.) : 
Don't you think that the possibility of repairing an item has some- 
thing to do with whether obsolescence or depreciation should be 
taken? In the case of heavy presses or lathes, they can be kept in 
operation indefinitely by relatively simple repairs, such as replacing 
their bearings, etc. In the case of items like typewriters where there 
are numerous small parts, subject to wear, it is not worth while to 
replace too many of these parts, and eventually the whole piece of 
apparatus is discarded. In this case, the physical life of the machine 
should determine the depreciation rate, whereas in the case of heavy 
machinery the obsolescence charge should be based on the time when 
the machine can no longer be used economically. 

Chairman Blackie: That point is well taken, and it is appar- 
ently recognized by the Bureau when it asks for information as to 
the '"wearing parts replaceable” in Item 6 of the questionnaire. 

The Bureau also raises a question as to the effect of repairs and 
maintenance — ^upon which there can be and often are two diametri- 
cally opposed arguments. The taxpayer will generally advance the 
argument that, under the pressure of urgent demand for production, 
repairs and maintenance have not been kept up to the extent which 
they should. The Bureau will probably counter-argue that acceler- 
ated depreciation is invariably retarded by accelerated repair and 
maintenance. In theory, at least, settlement of the problem should 
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be obvious from the facts of the case, but I wonder if anyone here 
has had any practical experience on the point. 

Mr. Seghers: I have had one large case involving accelerated 
depreciation and was successful for years. I now have the case 
pending since an engineer came into the picture. 

The suggestion was raised, although in discussion no specific 
weight was given to it, that the over-all charge for depreciation and 
repairs should have some relation, and that if the amount of your re- 
pairs increases greatly, that should serve as a check on the amount of 
your depreciation, and, vice versa, if your repairs go down in a 
period of heavy production, it could be argued that they obviously 
went down because of inability to carry on normal repair work. In 
the case of a fairly uniform manufacturing process, those arguments 
can be built up right from the accounts. 

I have a question for the engineer now — ^it hasn’t gone to the tech- 
nical staff yet — ^with respect to obsolescence which we claim and 
which we base roughly on increased volume. This case involves 
heavy machinery. We went on a three-shift basis and worked every 
day in the year except the few holida3rs. We claim that this greatly 
speeded up the normal rate of depreciation. We took a low rate 
during the years of low activity, and the Bureau hitherto has been 
willing to accept our theory. This is in effect a sort of mixed 
straight-line and unit-of-production basis — ^not specifically such, but 
roughly related to the voltime of production. 

The engineers brought up the point that heavy machinery of that 
sort has an almost unlimited useful life (which I don’t agree to), 
and that repairs give it an almost unlimited physical life. The argu- 
ment most difficult to answer in this case is that the depreciation rate 
really reflects obsolescence rather than physical wear, and therefore 
increased production with resultant increased physical wear, still 
doesn’t shorten the estimated total life. 

In other words, if it has a forty-year physical life and you are 
using a normal rate based on a twenty-year expected useful life be- 
cause of obsolescence, double use (shortening its physical life, admit- 
tedly cutting its physical life in half) would only bring it down to 
twenty years an3rway and therefore you should get no accelerated 
depreciation. 

My answer, supported by actual experience, is that since the vol- 
ume of production, when it goes up, justifies putting in new and 
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better machiner}', while in periods of low production the old machin- 
ery is allowed to stay there without any additions or any replace- 
ments, the mere fact of having overtime operation for several years 
in succession does bring very much closer the date when the old 
machines will be replaced. Therefore, overtime operation accelerates 
not only physical wear, which is admitted, but also accelerates obso- 
lescence because it accelerates the probability of bringing in larger, 
more efficient units. That is a fact. It can be shown by a study of 
the operating xmits, that as the production goes up, machines that 
were perfectly satisfactory with a lower production are thrown out 
and replaced for two reasons : first, the company can afford it, and, 
second, with a larger production, the economy of having more effi- 
cient machines, larger machines, machines turning out a greater vol- 
ume of product in a shorter time, fully justifies the investment. 

Returning to the question of repairs, in the case referred to re- 
pairs were tied up only as to amount in the comparison between 
annual depreciation, the repairs, and sometimes the net depreciated 
cost of the plant at several different depreciation rates. The visuali- 
zation of these figures, indicating the trend, has a very convincing 
effect in depreciation conferences. 

Chairman Blackie: Regarding repairs and maintenance — ^are 
the charges dealt with on a unit basis or as a composite total ? 

Mr. Seghers: I was thinking specifically of a case where the 
product was a very simple one, a bulk product, and therefore a simple 
comparison of total machine repairs was sufficient to indicate the 
trend ; in other words, if the volume of production went up sharply, 
repairs went down. The argument found support, that the repairs 
going down simply indicated that the almost continuous operation of 
the plant made it impossible to carry on the repairs. Therefore, the 
lower repairs showed we were entitled to more depreciation. On the 
other hand, if, after two or three years, we show very heavy repairs, 
the Bureau is likely to seize on that fact, and in reality has seized 
on it in one case, to advance the argument that the machines are 
being put back into condition and therefore restored and given a 
longer useful life. But I am not sure that I know what you mean 
when you speak of units. 

Chairman Blackie: I mean unit of machinery, unit of equip- 
ment. 
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Mr. Seghers : In this case it was considered in total. If there 
had been a more complex product — ^machines or machinery of some 
kind — ^I would have had to w-ork it out by departments, but I didn’t 
in this case. 

Chairman Blackie: You touched on an interesting point in this 
matter of obsolescence. Is it purely a time element, accruing evenly, 
or does it sometime gallop? The Internal Revenue Bureau will, I 
believe, contend that obsolescence is not affected by the peaks and 
valleys -of industrial production, but I wonder if a definite relation- 
ship does not exist between the introduction (if not also the inven- 
tion) of improved equipment and the fluctuations in demand for the 
manufactured products. The tremendous drive for increased pro- 
duction today has undoubtedly accelerated research in the matter of 
speeding up output and a comparatively recent illustration of what 
I have in mind occurs to me in the machine-tool field. The demand 
for higher speeds and feeds accelerated the demand for improved 
cutting tools, and high-speed steels gave way to tungsten carbide in 
these tools. The benefits available from the use of tungsten carbide 
led, in turn, to increased demand for still higher speeds and feeds on 
the machines, and today the obsolescence of many older machine 
tools appears to have been accelerated by reason of the fact that they 
cannot be speeded up sufficiently to take full advantage of the im- 
proved cutting tools. The accelerated desire or need for increased 
output was the incentive for an acceleration of effort to find some- 
thing which would do the job better, and I believe that is what Mr. 
Seghers had in mind when he mentioned the fact that, at times such 
as the present, we do have an acceleration of obsolescence. 

As I understand the Internal Revenue Bureau’s attitude on this 
point, a claim for obsolescence of the type mentioned would prob- 
ably be recognized if it were accompanied by the taxpayer’s commit- 
ment that replacement of the superseded machines was contemplated 
at some reasonably definite future date. 

Separate Reserve for Obsolescence 

Harry C. McCluskey (Treasurer, Kellogg Switchboard & Sup^ 
ply Co., Chicago, III.) : I should like to have you ask this group how 
many set up separate reserves for obsolescence on the books. 
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Chairman Blackie: Can we have a show of hands as to how 
many provide reserves for obsolescence? (Only two raised their 
hands.) Would either or both of you gentlemen care to give us 
some of the reasons which prompted you to take this apparently 
tmusual action? 

William M. Trant {Secretary & Treasurer, Holly Sugar Corp., 
Colorado Springs, Colo .) : Our action was based on a realization 
that some of our assets were overvalued because of excess facilities 
and other reasons. We were unable to apply the writedown as a tax 
deduction, so we set up an obsolescence reserve without making any 
deduction for tax purposes. 

Chairman Blackie: There we have a recognition in accounting 
of a probable loss apparently not yet recognized for tax purposes — 
or perhaps not yet claimed in such a way that it could be sustained. 

Mr. Seghers, have you had any success in matters of this kind? 

Mr. Seghers : As I said, we got 50 per cent for one year over 
the normal and 60 per cent for two other years. We went after 
75 per cent, but were satisfied with 60 per cent. In other words, 
we are getting 160 per cent of the normal depreciation rate. 

I think that if by “overvalued” it is meant that an asset today has 
lost more of its useful value than has been reflected in the depreci- 
ation deductions, then, if that can be proved, you have evidence that 
the depreciation rate is inadequate. 

Under the announced principles in T. D. 4422, that is a redeter- 
mination of life. It is a determination that the estimate used was 
excessive and therefore a higher rate of depreciation, or a shorter 
life, should be used. I think it is a matter of proving what one thinks 
is true. I believe that that taxpayer and every taxpayer who has a 
case should emphasize the word that you stressed in the last part of 
your talk, the word “reasonable.” In the one short sentence. Con- 
gress has repeated the word “reasonable” twice — reasonable al- 
lowance for wear and tear, including a reasonable allowance for 
obsolescence.” I, for one, never let the revenue agents or the engi- 
neers forget that word “reasonable.” They may get sick of hearing 
it, but I think it has some weight, and if all of us talked about it 
more, we would get further. 

Here is a man who is convinced, no question about it, that the 
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allowance that he has been taking is not a reasonable allowance- He 
feels it is necessary to set up more, and yet he feels that the Govern- 
ment, which is supposed to be us, has some strange power to prevent 
the recognition of what is reasonable. I think either his provision 
on his books is unreasonable or else the Government is unreasonable. 
I am inclined to the latter view. I think it is just a matter of carry- 
ing conviction on that point. 

There isn’t any such thing as a depreciation rate prescribed in the 
statute. There isn’t even any provision that depreciation is to be 
spread ratably over the life of the property. In fact, there is practi- 
cally no provision as to how the amount is to be determined, and 
there is one thing that is missing in the law that is quite significant. 
There are a good many cases where the law couldn’t well cover every 
detail. In many of the cases the Commissioner has been given spe- 
cific authority to establish regulations. Take the bad debt deduc- 
tion. A specific authority is given to the Commissioner to establish 
the provisions under which it is to be taken, especially the provision 
in regard to a partial bad debt deduction, but the Commissioner was 
not given any specific authority to establish the regulations in regard 
to depreciation. On the contrary, the word '‘reasonable’^ was re- 
peated twice. I think that in every appeal to the courts, as far as my 
observation is concerned, when not mere mathematical computations 
but the question of what is reasonable has been stressed, it has gone 
over. I think that the B. T. A. memorandum decision in the Wash- 
burn Wire case is a good example. The Bureau was attempting some 
mathematical tricks and the court said it was unreasonable and there- 
fore wouldn’t stand for it. 

Chairman Blackie: I think that is an excellent exposition of 
the point. 

Joseph M. Schoemer (Cost Accountant, Gould & Eberhardt, 
Irvington, N, /.) : I would like to go back to Mr. Seghers’ mention 
of the variation of repairs with production volume. How many 
years back did you go and how did you set up your chart? 

Mr. Seghers: First, I can say that in my particular case, it 
wasn’t a point I was anxious to stress. I made my study but I 
didn’t present that particular chart. I found that it was one of those 
thing s that I didn’t care to overemphasize. 
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Mr. Schoemer : Naturally, during the last depression sales vol- 
ume dropped and repairs went way up, because corporations took 
advantage of that period of slow activity to overhaul their entire 
plants. 

Mr. Seghers : Those that could afford to and those that weren^t 
tax conscious followed that practice. I know of some, however, 
that were a little more ready to capitalize betterments in those days. 

Lloyd S. Hertzler {Supervisor, Property Accounts, Armstrong 
Cork Co., Lancaster, Pa.) : I would like to ask whether the obso- 
lescence reserve mentioned by Mr. Trant was set up within a one- 
year period or over a period of years ? Does the obsolescence cover 
machines similar to other machines which were in operation in that 
plant ? 

Mr. Trant : It was all set up in the one year. One of the factors 
was that we didn’t have enough production to run one of the plants 
and we set up a reserve to reduce that plant to salvage value. The 
revenue agent disallowed that, and on a rising scale of taxes we were 
perfectly willing to defer the depreciation deduction to the years in 
which we had the higher rates. 

Obsolescence of Product 

William F, Burke (Assistant Controller, Scovill Mfg. Ca.,. 
Waterbury, Conn.) : Speaking of obsolescence, I am wondering if 
we are referring to the obsolescence of the machine in performing its 
function, or to machine obsolescence due to the obsolescence of a 
product? A machine may perform its operation well, but, being a 
special machine, the product that the machine produces may become 
obsolete. Don't you think that in that case, if a product has a mar- 
ket, say, of five years, that the machine should be considered obso- 
lete in five years? 

Chairman Blackie: I think that that point should be recog- 
nized. It is a rather pertinent one today because there is a distinct 
possibility that many companies will not be able to get the materials 
required for their normal products. They will have to change their 
product or their line of business if they wish to remain in operation. 
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and it is quite possible that, in many instances, they will emerge with 
a product sufHciently different from the one previously made to 
render obsolete the tools used heretofore. 

Has anyone any experience on the point? 

Mr. Seghers: I can suggest a comparison. It isn’t the same 
thing, and yet the same principle is involved. In the case of the 
machinery in a Itimber mill far out in the woods, you figure your 
depreciation and the normal time that you expect to cut out the 
timber, either on the basis of time or footage. You are going to 
abandon a large part of your mill at the end of that time, not be- 
cause it has ceased to be usable but because you have cut out your 
timber and it doesn’t pay to haul other timber to the mill. That is 
only an analogy; the situation isn’t identical, but that principle has 
long been recognized by the Bureau in depreciation of lumber 
properties. 

Chairman Blackie ; That would be, I think, a form of amorti- 
zation. The equipment was designed for a particular job or con- 
tract — for a specific purpose — ^and its useful life but not its physical 
life would be exhausted at the termination of the job. 

George J. Armstrong {Supervisor of Costs, General Fire Ex~ 
tinguisher Co,, Providence, R, I.): It seems to me that the impor- 
tant question facing us at the moment is not so much the distinction 
between obsolescence and depreciation or the finer points relative to 
the establishment of adequate rates for depreciation on particular 
pieces of equipment. Rather, it is how we are going to record our 
present depreciation costs because of the extra hours of work that 
many plants and departments are obliged to put in on account of the 
present national emergency. These hours are beyond the usual nor- 
mal hours. In some plants all of the machines are working over- 
time; in other plants, only in some departments. 

I understand that the Canadian Government has issued regula- 
tions governing the procedures to be followed by Canadian plants 
for setting up accelerated depreciation on their records. It seems to 
me that there might be a very strong possibility that we too may be 
obliged to do something along similar lines here in the States. I 
wonder if we could have a discussion along this line. 
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Volume Bases of Depreciation 

Chairman Blackie : Yes, I will be glad to divert the discussion 
towards the more direct problems of accounting for the effects of 
increased productive activity and I would like, first, to have a show 
of hands of those using productive activity methods of providing 
for depreciation — ^whether based on machine hours or units of pro- 
duction or any other factors of plant activity. (Eight) 

Now I would like to ask these eight gentlemen if they really allow 
productive activity to be the sole determinant of periodic depreci- 
ation, or do they use the productive activity basis merely as a means 
of allocating the charge within the years of a pre-estimated life 
period? 

Jesse G. Kline (^Accountant, Atlantic Refining Co,, Philadelphia, 
Pa ,) : In the poll just taken there may be others like myself with 
companies which use both bases. I am referring specifically to auto- 
motive transportation equipment. The entire depreciation is not 
taken on a straight-line basis. Where a piece of equipment has a 
normal day, let us say, of eight or ten hours, depreciation is on a 
straight-line basis. Another piece of equipment may be used during 
the day for delivery to customers, and at night may be used for 
delivery of stock from one terminal or warehouse to another. In the 
latter case depreciation is on a mileage basis. Some predetermined 
mileage for this type of machine has been set up by the engineers of 
that particular department. The equipment is then depreciated on a 
mileage basis. 

Chairman Blackie: That is an excellent illustration. The mile- 
age was estimated in advance and the cost was amortized as the 
miles were run, without direct reference to the number of months or 
years the equipment might remain in existence. However, I was 
thinking more of machine tools. I wonder if anyone has an applica- 
tion to such assets. 

Mr. McCluskey : We have problems in our plant which we solve 
the other way around. In connection with tools such as bakelite 
molds, we try to estimate the number of pieces we can get out of a 
mold, and what our normal production is. Then we convert that 
back on a time basis. Production, in these cases, is the basis of calcu- 
lating depreciation. 
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William C. Armstrong {Secretary & Treasurer, Rockbestos 
Products Corp., New Haven, Conn,) : We depreciate on a tinit 
basis, that is, on a time basis worked backwards. We assume what 
a normal year is and set up straight-line depreciation as normal. 
Then, on the basis of the percentage of activity to that so-called 
normal, we determine the amount of depreciation that we take. 

At the present time, we are operating three shifts a day. Back in 
the days when we were operating only one shift and we did not have 
100 per cent activity, we didn’t have to take a full so-called normal 
year’s depreciation, and we saved on taxes. When we got to a two- 
shift basis, the Bureau of Internal Revenue said that we could not 
take 200 per cent of normal for a year’s depreciation. After some 
discussion, we decided that we would establish a ceiling of ISO per 
cent. Now that we are operating three shifts, twenty-four hours a 
day, seven days a week, we get ISO per cent of normal as a ceiling 
of depreciation. 

Chairman Blackie: Might I ask why you accepted ISO per 
cent? 

Mr. Armstrong: Well, it was attrition, a wearing down process. 


Treatment in Costs 

Chairman Blackie: Let’s get back to Mr. George Armstrong’s 
question. 

Are there any reasons why the acceleration of depreciation, or let 
me say the additional depreciation over and above normal, should be 
treated for cost accounting purposes in any way different from that 
accorded the normal? The Bureau of Internal Revenue would, I be- 
lieve, be concerned with the treatment given the additional deprecia- 
tion charges only in so far as it might affect the inventory costs for 
the annual balance sheet. I think iJiat if it has been the practice to 
apply normal depreciation charges to the cost of the product, then 
the failure to do so in respect of the additional depreciation charges 
might be considered an inconsistency in the basis of inventory cost- 
ing and might require consent. I myself can’t see any justification 
for considering the additional depreciation in any way different from 
the so-called normal. 
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William A. Mackie {Mathieson, Aitkin & Co., Philadelphia, 
Pa.) : I would like to raise a question on that point. I assume that 
you would incorporate the added depreciation in your normal over- 
head rate. These are predetermined before the start of your pro- 
ductive period. At what level would you set your depreciation in 
predetermining your normal burden rate? 

There is a question in my own mind as to how you would embody 
it in your predetermined rate. The burden thus applied follows 
through into your inventory at the end of the year, and this may 
result in a question on the part of your Internal Revenue man. 

Chairman Blackie: I would be governed in a case such as you 
mention by the same considerations which would affect my changing 
of a predetermined overhead rate or a standard cost. If the amount 
involved were substantial, or “material” as the S. E. C. regulations 
would say, then I would make the change; if it were not, then I 
would leave it, perhaps as unabsorbed burden or as a variance. Un- 
less, however, the amount involved were substantial, I wouldn’t spend 
much time on accelerated depreciation. 

Normal Depreciation 

Thomas J. Burke {Secretary-Treasurer, Sulphite Paper Manu^ 
facturers Association, New York, N. Y.) : The point that appeals 
to me in listening to the discussion is, how did you arrive at what is 
a normal rate of depredation? Wouldn’t that have some ej0fect on 
the method adopted to take care of the extra use ? 

Peter H. Flanigan, Jr, {Internal Auditor, Schenectady Works, 
General Electric Co., Schenectady, N. Y.): As I understand 
Mr. Burke’s point, he is asking whether the normal rate of deprecia- 
tion is a rate based on an antidpated production for this year only, 
or a normal rate based on a business cycle. If the latter, it may 
result in overliquidation in periods of high production and under- 
liquidation in periods of low production, and thereby earn the title 
of a normal rate. In that case it is apparent that the normal rate 
covers more than a current year’s production. It would cover also 
years when your production was higher than normal which would be 
compensated for by years when your production was lower than 
normal. In this case, your accelerated depreciation would not start 
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until you arrived at the point which your peak year contemplated, 
i.e., until your production reached the point of the high year that was 
contemplated in your normal rate, which would be the year of your 
peak production. 

Chairman Blackie: It has been my impression that a normal 
depreciation rate generally contemplates a level of plant operation 
lying between the normal extremes of productive activity. Where 
this is the case, your point, which is well taken, would be that as long 
as the level of production lies within these so-called normal extremes, 
provision for an acceleration of depreciation is not justified — or, 
perhaps, alternatively, that if provision for accelerated depreciation 
is justified in periods of abnormally high activity, then recognition 
should be given to decelerated depreciation in periods of abnormally 
low activity. 

Before we close, I would like to hear some discussion of the possi- 
bilities which might arise in the event that a claim for accelerated 
depreciation is successfully sustained. Like almost every other action 
taken primarily for immediate tax purposes, the successful claim 
for additional depreciation is not without its dangers. If the claim 
can be substantiated wholly on the conditions prevailing at the end of 
the year, presumably by an engineering study, it seems that many 
of the dangers may be circumvented; but if it rests on the grounds 
of productive activity during the year, there appears to be nothing to 
prevent the Bureau from going back, let us say, to 1937, which 
was a fairly active year, and maintaining that productive activity in 
that year was also high. Even if this were to involve a refund for 
such prior year, it would have the effect of reducing base period 
earnings for excess profits tax purposes for many years to come, 
and the possible benefits to be derived from the substantial deduction 
for accelerated depreciation might be wholly or partly wiped out. 
May I have some comments on this aspect of the subject? 

Mr. Seghers: I understand that in many businesses 1936 was 
the good year. Getting to the growth period situation, you may be 
glad to have additional depreciation allowed to you in 1936, which 
will bring down the 1936 year and increase your credit on the growth 
period basis, because now you want to get down your income of 
1936 and 1937 as much as you can. 

I think that many taxpayers would be cheered to hear an optimist 
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speak of continuing for years and years to get the base period aver- 
age earnings credit. You may wish for it but I think you are an 
optimist to expect it. 

Chairman Blackie: That was a good point concerning the 
“growth” company — ^although it would seem to me that an acceler- 
ated rate of depreciation for the base period years prior to 1940 
would always have the effect of increasing excess profits taxes for 
subsequent years. 

I suppose I would rather be optimistic in hoping for indefinite 
continuance of the base period average earnings credit; but even 
under the invested capital option, accelerated depreciation during any 
part of the base period would have the effect of reducing invested 
capital. 


Use for Corporate Purpose Favored 

N, Madison Cartmell (Assistant to the President, General Cable 
Corp., New York, N. 7.) : Before we adjourn I would like to ask 
a showing of hands of those who think that increased depreciation is 
justified during these periods of high activity, even for stockholders’ 
reports or internal use rather than for tax purposes. 

Chairman Blackie: Let us consider that question now. May 
we have a show of hands by those who believe that, whether acceler- 
ated depreciation is sustained for tax purposes or not, it should be 
given recognition in corporate accoimting? (Most of those present 
raised their hands.) May we have a show of hands by those who 
believe the opposite — ^that it should not be given recognition in cor- 
porate accounting ? ( One) 

Alfred G, Block (Secretary & Treasurer, Barnes Drill Co., 
Rockford, III) : Would it be fair to carry that question a little 
further and ask how many are actually doing it? 

Chairman Blackie: How many are actually making provision 
for accelerated depreciation? (Twenty) That may indicate a dif- 
ference between those who theorize and those who practice, or it 
may just mean that many haven’t yet got around to the point of 
doing something about it — ^that it is under consideration — or that, if 
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it is to be merely a stepping up of rates, the decision need not be 
made until the end of the year. 

Let’s close now with one other thought. In our consideration of 
accelerated depreciation, we have been thinking mainly of old equip- 
ment acquired prior to the present emergency. Many manufacturers 
are, however, acquiring new equipment for defense production and 
there is a question as to the possible advantages or disadvantages of 
claiming accelerated depreciation rather than amortization for such 
defense facilities. The Treasury Department has been rather non- 
committal on this matter of amortization. Many Certificates of 
Necessity have been granted ; but few Certificates of Non-Reimburse- 
ment have been issued and there is so much room for controversy 
in this latter subject that it might be well worth giving consideration 
to both sides of the picture at all times. 

We have raised a good many points here — ^not by any means all, 
but enough, I think, to stimulate our thinking. I would like to 
thank those who have contributed to the discussion and I hope that, 
among us, we may have been of service in indicating some of the 
factors to be taken into account in considering the effects of fluctua- 
tions in productive activity on provisions for depreciation. Thank 
you! 

. , . The meeting adjourned at three-thirty o’clock . . . 


PROBLEMS IN AMORTIZATION OF INVESTMENTS 
IN PLANT AND EQUIPMENT 

Chairman: Haruy C. McCluskey 

Treasurer, Kellogg Switchboard & Supply Co., 

Chicago, Illinois 

Chairman McCluskey: This group has assembled for the pur- 
pose of discussing problems in the amortization of investments in 
plant and equipment. The term “amortization,” as it is used in con- 
nection with the defense program, has a meaning not unlike its usu- 
ally accepted definition in accounting terminology. It has, however, 
taken on a new significance and that is the legal significance. The 
purpose of amortization allowances as provided in the Second Reve- 
nue Act of 1940 was to enable a contractor engaged in defense work 
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to write off within a reasonable time — ^that is, a reasonable time from 
a business standpoint — for tax purposes the facilities which he pur- 
chases for defense work. 

There are two tj^es of contracts in which the purchaser of emer- 
gency facilities may take advantage of the amortization provisions 
of the Second Revenue Act of 1940; first, facilities purchased and 
paid for by the contractor in order to produce defense materials un- 
der a contract without government financing; second, under the 
emergency facilities plant contract, known as the bankable contract, 
which provides for the purchase of emergency facilities to be paid 
for in sixty monthly installments by the Government. 

In the first case the contractor finances the facilities and pays for 
them, and in the second, the contractor finances them and is paid in 
turn by the Government. 

We will endeavor to discuss amortization problems, both from the 
standpoint of the tax laws and from the standpoint of the financial 
and accounting questions that may be involved. In order to organize 
our discussion, I have divided it into several groups : 

1. What is the amortization deduction? 

2. How is the amortization deduction computed? 

3. The effect of amortization on taxes. 

4. The procurements of certificates necessary in order to secure 
the amortization deductions in your income tax returns. 

5. General discussion of other points not mentioned in the fore- 
going. 

As you know, the discussion that takes place here will be recorded 
in the Year Book, As many as possible should take part in the 
discussion because it is going to make a very valuable record of what 
we know to date about these amortization allowances. 

The more that is known of the procedures that are necessary in 
connection with our national defense program, the easier the job is 
going to be for our Government to function in this tr3dng period; 
time will be saved for ourselves and for our Government, and time 
is one of the most important elements in our defense program. 

We have not as yet had much experience in our attempts to set up 
amortization reserves on our books, but, nevertheless, we will have 
to go ahead and do the best we can until we get rulings and decisions 
to guide us. 

The Second Revenue Act of 1940 contains a provision for taking 
the amortization deduction. The normal period is sixty months. 
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This period may be less than sixty months under certain conditions. 
The emergency period or the sixty months’ period can be ended by 
Presidential proclamation or by action of the Secretaries of War or 
Navy, certifying that the facilities are no longer necessary for na- 
tional defense. 

Why was the period of five years designated as the amortization 
period? It was a period which was arbitrarily determined as being 
a reasonable period in which to take advantage of this deduction. 
We hope they have overestimated the period and we will soon be able 
to take advantage of some Presidential proclamations which will 
state that the emergency has ended. Nevertheless, Congress had 
to set some time limit, and five years was that limit. 

The amortization deduction is available only to corporations. An 
individual, apparently, cannot take the deduction. 

What emergency facilities can be amortized? The answer is land, 
buildings, machinery or equipment, or any part, the construction of 
which has been completed or acquired after June 10, 1940. This is 
an arbitrary date, and it was chosen as a compromise by the House 
and the Senate. 

May a firm which expands to fill British orders be certified so that 
they can take the amortization deduction? Provision for doing so 
has been made in those cases where it is clear that our own national 
defense needs can be served by these new facilities. 

The second kind of contract, before mentioned, whereby emer- 
gency facilities can be amortized and the deductions taken therefore, 
was in connection with emergency plant facilities contracts. If the 
Government is going to pay you for your investment in emergency 
plant facilities, why should they allow you to take the amortization 
deduction? In this case, you really need the certificate for taking 
the amortization deduction because the amount of the reimbursement 
by the Government will probably be considered as income by the 
Bureau of Internal Revenue in your tax returns. This income will 
therefore be offset by your amortization deduction. 

May we have some comments in connection with this emergency 
plant facilities matter and the taking of the amortization deduction? 

Problem of the Sub-Contractor 

Edw. Wm. Krueger (^Partner, Walton, Joplin, Longer & Co,, 
Chicago, III) : I have in mind a tool and die manufacturer, loaded 
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with defense work on sub-contracts at fixed prices. As a result, he 
has been purchasing a large number of machines to get out govern- 
ment work. 

The application for necessity certificates has been made accom- 
panied by necessary documents. He has some civilian work. All 
the work flows to a jig borer which he may use for both government 
and civilian orders. What I would like to know is whether the 
partial use of that borer on civilian orders would preclude him from 
deducting amortization for it. About 90 per cent of his work is on 
government contracts. 

John A. Flynn {Auditor, Manning, Maxwell & Moore, Bridge- 
port, Conn,) : We have such a situation and did receive a certificate 
of necessity. 

Chairman McCluskey : Have you received a certificate of non- 
reimbursement? 

Mr. Flynn: We received a certificate of necessity only. 

Cecil L, Clark {Accountant, Sangamo Electric Co,, Springfield, 
III,) : Can you get this amortization over sixty months on any type 
of contract? I had the impression that it applied only to cost-plus 
contracts. If you have a contract at a fixed price, can you still get 
amortization over sixty months ? 

Mr. Flynn : AU of our contracts are bid contracts. We are now 
trying to secure the certificates of non-reimbursement. 

Sidney R. Catsiff {Supervisor of Costs, General Electric Co., Fort 
Wayne, Ind.) : Mr. Flynn said he did get a certificate of necessity. 
Was this equipment set aside and specifically marked as being used 
only on defense contracts or was it also used for other work? 

Mr. Flynn: Because of the nature of the product it was not 
possible to set aside certain equipment to be used on defense work 
only. 

Mr. Catsiff: I might add that in our experience we have been 
unable to get a certificate of necessity except where we could clearly 
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indicate that the equipment would be used, practically 100 per cent, 
for defense work. 

I understand that you can obtain a certificate of necessity regard- 
less of whether or not it is a cost-plus-fixed-fee or fixed-price con- 
tract, I understand there have been just about seventeen certificates 
of non-reimbursement issued to date. 

Alfred G. Block {Secretary & Treasurer, Barnes Drill Co-, Rock- 
ford, III) : It is my understanding that where you do not receive 
Government funds, you do not need a certificate of non-reimburse- 
ment. I have been so informed by the Government. We have been 
granted several necessity certificates. We manufacture machine tools 
and practically 100 per cent of our business is defense work. We 
applied for the certificate of non-reimbursement, but we were in- 
formed that we did not need it inasmuch as we did not receive 
financial aid from the government. 

Otto F. Taylor (0. F. Taylor & Co., New York, N. Y.): I 
have just received word by telephone that a sub-contractor, selling at 
a fixed price to holders of defense contracts and selling commercially 
from stock as well, has received certificates of necessity for all new 
equipment. His application for a certificate was supported by affi- 
davits from prime-contractors who were his principal customers. 
Each principal contractor stated, in his affidavit, the percentage of 
his defense work. 

This sub-contractor (I think sub-manufacturer would be more 
exact) does not manufacture on contract, but for stock. He ob- 
tained certificates on all of his new equipment by reason of the fact 
that most of his customers were engaged principally on defense work. 

Paul D. Seghers (Tax Consultant & Accountant, Barrow, Wade, 
Guthrie & Co., New York, N. Y.) : Could I ask Mr. Block, who 
just said there was no need for a certificate of non-reimbursement, 
where there was no financial assistance by the government, whether 
he means that his company is not supplying any goods to the govern- 
ment on government contracts? 

Mr. Block: In our case, our business is received through job- 
bers. We do work indirectly for the government. 

Mr. Seghers: You don’t have any direct government contracts? 
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Mr. Block : That is right. 

Chairman McCluskey: Then you are a sub-contractor, I pre- 
sume, under this law. A sub-contractor, as I understand it, does not 
need a certificate of non-reimbursement. 

Mr. Clark: My question is along the same line. For example, 
you have a regular product which you have been selling consistently 
to the government. You haven't teen billing it to the government; 
it has been sold to another manufacturer who sells it to the govern- 
ment. Now, you can expect that they are going to ask you to fill 
more orders for this particular product and that you are going to 
have to expand your facilities to meet this demand. Does the fact 
that you do not sell directly to the government make any difference? 
Does that disqualify you from taking advantage of amortization over 
sixty months ? 

Frank J. Colkos (Accountant^ RCA Mfg. Co., Camden, N. J.): 
I would like to point out to the gentleman who a few moments ago 
indicated that he was advised by the government that a certificate 
of non-reimbursement wasn't necessary, that the purpose of this cer- 
tificate is to establish conclusively with the government that the 
contractor is not recovering, in the cost of supplies sold to the gov- 
ernment, an amount representing greater than normal exhaustion, 
and wear and tear of the facilities which are certified as necessary for 
national defense. If the contractor can't substantiate that fact at 
some future time, and if the government can eventually establish 
that the contractor has recovered such greater than normal amounts 
in costs, I think that the government will be inclined to assume a 
lien on such facilities to the extent of such greater than normal 
recovery. I think, therefore, that it is in the interest of the con- 
tractor that such a certificate be obtained. 

Chairman McCluskey: Is there any question regarding the 
necessity of a sub-contractor obtaining certificates of non-reimburse- 
ment? 

Mr. Colkos : My latest understanding of the situation in Wash- 
ington is that Congress is contemplating the elimination of the issu- 
ance of these certificates. These certificates should be issued only 
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after a minute scrutiny of supply contract costs and may certify to a 
condition as of today but cannot anticipate what might constitute 
‘‘normal” costs in the distant future in the case of those contracts 
which might last over a period of years. As I understand it, it 
is all pretty much in the air and consequently, as has already been 
pointed out, only seventeen certificates have been permitted to date, 

Mr. Seghers: I would like to refer to David Ginsburg’s talk on 
the amortization deduction. I suppose you have read it and had it 
in mind during this discussion. While it seems to have a very severe 
attitude toward the manufacturers, the author does say, if my mem- 
ory serves me right, that neither a certificate of non-reimbursement 
nor of government protection is required for a sub-contract. As far 
as I can recall, that was the only point that approached any conces- 
sion to the manufacturers. 

Mr. Catsiff : As I understand it, you will not be able to get any 
relief by way of being allowed a deduction for tax purposes unless 
you do have this certificate of non-reimbursement. It has been our 
experience that these certificates are almost impossible to obtain so 
far, mainly because of the reason previously mentioned, that there is 
some question whether Congress is going tp stick by its original 
ruling or not. 

Chairman McCluskey: It is reasonable that the Treasury 
should be supplied with such a certificate of non-reimbursement, be- 
cause a contractor, who has a contract for supplies for the govern- 
ment, may include in his price the cost of his facilities. 

Mr. Colkos: The allowance for wear and tear must not be 
greater than the normal charge usually included. If it is, the gov- 
ernment will contend that the contractor is being “reimbursed indi- 
rectly,” as the term is used in the Second Revenue Act of 1940. 

Proof of Amortization in Fixed-Price Contracts 

Chairman McCluskey: To illustrate this point let us assume 
the following situation: A contractor sells the government on a 
price-per-piece basis and includes a machine valued at $20,000 in his 
costs. He asks for a necessity certificate and permission to amor- 
tize the cost of the machine over the next five years. If this is 
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granted, he would be paid for the machine in the price and he would 
also be allowed the amortization deduction over the five-year period, 
saving in taxes possibly 50 per cent more of the cost, depending on 
how much money he makes in the next five years. It would not be 
fair to ask the Treasury Department to allow this deduction unless 
they knew that there was nothing in the price to cover the facilities 
which the contractor required in the production of the supplies cov- 
ered by the contract. 

Mr. Seghers : I am sorry to hear you state it that way, because 
I hoped I would hear some refutation of Mr. Ginsburg’s theory. 
In looking at a price, you can*t say how much depreciation is in it. 
I don't believe that is possible. I don't believe you can tag it, and 
I don't believe that is what Congress said or meant to say. Congress 
spoke of a specific provision in the contract for reimbursement of 
the cost. If you charge $20,000 for supplies and state that the sup- 
plies cost you $10,000 and that you are making $10,000 profit, I can't 
see what right the government has to say, *^No, you are only making 
$5,000 profit. You have charged an additional $5,000 of depreciation." 

By what right can the government say you have taken more than 
normal depreciation? I am speaking of a flat price. You have 
charged so many dollars for the supplies. What is the difference 
between getting $10,000 profit on a $20,000 sale or charging an addi- 
tional $5,000 to depreciation and saying, "My profit is only $5,000"? 

I cannot see by what right anyone in the government, under the 
statute as it is written, can say that there has been an excessive charge 
for the use of equipment when it is not mentioned in the contract 
and you are not charging a cost-plus price or any variation of a cost- 
plus price, but you are simply charging a flat sum. If you make 
$10,000 profit or $8,000 or $6,000, there is no one who can say, 
"That is so much profit and a part of it is excess depreciation." 

That is all I can read out of the law — your views and Mr. Gins- 
burg's opinions to the contrary, I just don't see it. I hoped you 
would take issue with Mr. Ginsburg on that point. 

Chairman McCluskey: Suppose the contractor included in the 
price the cost of a $20,000 machine he had purchased. The govern- 
ment may well say, "You have included the cost of the machine in 
the cost of your products and its price; therefore, you cannot take 
the amortization deduction also." 
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I might argue if I were the contractor that I could have charged a 
larger profit and could have purchased the machine out of such profit, 
but I don’t think I would get away with it. The government will 
certainly scrutinize these contracts to see whether we have included 
anything in the costs thereof in the way of cost of new facilities 
acquired for the purpose of producing this supply contract. 

Mr. Seghers : It seems that we are talking about two diflEerent 
things. I am speaking of the price you charge for something you 
sell to the government. You are not putting an3rthing in there. You 
are saying, “I will charge you so many dollars for these supplies that 
you are buying.” You are not putting in labor, material or anything 
else. You are charging them so many dollars. How can you, the 
government, or anyone else say that you have included a certain 
amount of depreciation in the price you charge them? You have 
charged them enough to recover all your costs, no matter how they 
are computed, or you hope you have, and some profit perhaps. If 
you have charged them that price and when you manufacture the 
supplies they cost you more, are you going to say they owe you some 
depreciation? You will get only what you have agreed upon and no 
more. 

I cannot see how the government can look at a lump sum price 
that they are paying you for an article and say, “No, you didn’t make 
a big profit on this sale. You made a small profit, but you charged 
too much amortization.” You did not charge them any amortization, 
you charged them so many dollars for the supplies. 

Mr. Colkos : You must remember that we are talking only about 
the amortization of emergency facilities. When the defense pro- 
gram was initiated, the government, in view of the emergency need, 
offered to finance these facilities or to encourage private financing. 
But they did want to insure themselves that in the event a contractor 
used private financing, the government would not actually be doing 
such financing through inclusion of the cost of such facilities in sup- 
ply costs. They felt that if they were doing the financing that they 
would be justified in acquiring an interest in the facilities. To insure 
that the government was not indirectly paying for the new facilities 
they have attempted to tell you what you may charge into your costs 
in connection with government contracts. 

If you excluded from costs all depreciation and amortization of 
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defense facilities and received their cost directly from the govern- 
ment under the terms of a facilities contract, the government would 
certainly assume title to such property. We are talking only of 
emergency defense facilities. In the case of normal facilities, the 
government has never had, in so far as supply contract costs are con- 
cerned, the power or the privilege to come in and tell you what you 
may charge into costs. 

Mr. Seghers : Since we are discussing amortization, I realize you 
are talking about defense facilities; that is all the statute deals with. 
I am speaking of what the statute provides. When the necessity 
certificate is given by one branch of the government, it is because 
they think equipment is necessary. Thereafter the manufacturer 
sells goods at a fixed price. The manufacturer does not guarantee 
what his costs are, nor does the government guarantee him his costs. 
The government says, 'We will gamble with you that we want this 
and we will pay so much.'* 

The manufacturer says, 'T will gamble with you that I can manu- 
facture it for less than the price and make some money." 

The manufacturer has equipment for which a necessity certificate 
has been issued. The government has seen fit to say that that ma- 
chinery acquired by the manufacturer is necessary for national 
defense. We come to the point of getting the non-reimbursement 
certificate. Let us suppose that the manufacturer has not taken any 
government money to build or acquire this machinery. I am not 
talking of a case where there is an emergency plant facilities con- 
tract. The manufacturer has this flat contract and six or eight 
months later, after the law is passed and after all this argument, the 
government or some branch of the government says that he is not 
entitled to a non-reimbursement certificate because perhaps he did 
not make as much money as he thought. They maintain that instead 
of making as large a profit as he claimed, he was charging a larger 
amount on account of amortization than he was entitled to. 

Now, it seems to me that the law is very clear on the point that 
reimbursement means reimbursement specifically provided in a con- 
tract between the taxpayer and the government. As for this theory 
that you can take a part of a charge and say that part represents 
excessive amortization, I do not see any authority for it in the 
statutes, in the Congressional Record or in logic. 
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Chairman McCluskey: Section 124 (i) states in part — 

“If the taxpayer has been or will be reimbursed by the United 
States for all or a part of the costs of any emergency facility pur- 
suant to any contract with the United States, either — 

“(1) directly, by a provision therein dealing expressly with 
such reimbursement, or 

“(2) indirectly, because the price paid by the United States (in 
so far as return of cost of the facility is used as a factor in the 
fixing of such price) is recognized by the contract as including 
a return of cost greater than the normal exhaustion, wear and 
tear, 

no amortization deduction with respect to such emergency facility 
shall be allowed for any month after the end of the month in which 
such contract is made, unless the Advisory Commission to the 
Council of National Defense, and either the Secretary of War or 
the Secretary of the Navy certify to the Commissioner that such 
contract adequately protects the United States with reference to 
the future use and disposition of such emergency facility.’^ 

Need for Certificate of Non-Reimbursement 

William H. Slavin {Controller^ Hanson-Van Winkle-Munning 
Co., Matawan, N. /.) : I think I can clarify this situation. You 
have two kinds of contracts to consider here. If you have a cost- 
plus or a cost-plus-fixed-fee, you must get a certificate of non- 
reimbursement, It is extremely important. However, if you take 
a bid contract, it does not become so important and it fits in, it seems 
to me, with Mr. Segher’s concept of selling price to the government. 
In the case of a bid contract, the government is not concerned with 
what you include in your costs. You may even be losing on the deal. 

Mr. Colkos: May I make one final point, please? It must be 
recognized that the government is only trying to protect its own 
interests. If a contractor were permitted to charge any amount of 
depreciation or amortization which he desired to a supply contract, 
I don’t believe any contractor would take an emergency plant facili- 
ties contract, because under the terms of that contract he would be 
reimbursed directly but title to the facilities would pass on to the 
government. If he didn’t take a facilities contract but was permitted 
to recover the cost of defense facilities in price, the government 
would be pa 3 dng for the facilities but would never acquire title. 
That is what the government is trying to protect itself against. 
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Mr. Seghers : The emergency plant facilities t3^e of contract is 
excellent, because at the end of five years the manufacturer has the 
option of either buying the equipment back at the depreciated cost — 
not the price paid, but the cost minus the depreciation. If business 
is good or replacement costs have gone up, he has a plant at a bar- 
gain price; if business is bad, he does not buy it. So he has not lost 
on that. He has his money back and still has a chance to buy the 
plant at a bargain price. If the market has gone down, he can still 
buy it below depreciated cost if the government will consent. 

But the question here is whether, in the case of a flat-price con- 
tract, the contractor has to prove that there has been no excess 
depreciation. According to Mr. Ginsburg’s article, after the govern- 
ment has accepted a fixed-price contract in which there is no men- 
tion of a special rate of amortization, the government will hold up 
the certificate of non-reimbursement and put on the contractor the 
burden of proving that his profit is profit and not an excess reim- 
bursement of his cost. It seems to me that this is asking you to 
prove the impossible, because no one can look at a bid and say that 
it includes so much reimbursement of cost in excess of normal depre- 
ciation, and so much profit, 

Mr. Catsiff: I would like to direct this question to Mr. Massel. 
Let us suppose that I have just taken a fixed-price contract. I have 
received a certificate of necessity for the equipment which I require 
to perform the contract. I want to get relief in my income tax. As 
I understand it, I will require a certificate of non-reimbursement. 
Just how do I go about it and what do I have to prove, or does the 
government have to do the proving? 

As I understand it, I have to prove that I have not or will not 
obtain, through the execution of this contract, more than a fair return 
or profit. 

Mark I. Massel {Cost Consultant, Bureau of Research and 
Statistics, O. P. M, Washington, D, C.) : Since you will use your 
equipment over a period of time you will have to establish the fact 
that you have only normal depreciation in your prices over that 
period. In other words you cannot get a certificate of non-reimburse- 
ment which will apply to future contracts. You can procure such 
certificates only to cover the contracts already in effect. 

You should bear in mind that, even if you do not have a certificate 
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of non-reimbursement, you may be able to take amortization for tax 
purposes. The Treasury Dq)artment may allow the amortization 
charge independently. A certificate of non-reimbursement precludes 
the Bureau of Internal Revenue from determining whether you may 
or may not take amortization. If you do not have such a certificate, 
you may still appeal to the Bureau of Internal Revenue for amorti- 
zation. You must, however, have a certificate of necessity. 

Mr. Catsiff : To be safe and to have any assurance I can make 
the deduction, I should have a certificate of non-reimbursement. 

Mr. Massel : That is right. 

Chairman McCluskey: I have a question for Mr. Massel. 
If I should receive a certificate of non-reimbursement and it is pre- 
sented to the Treasury Department, can they overrule that certificate 
and prove that it was wrong, issued incorrectly, or must they accept 
it at its face value? 

Mr. Massel: I cannot give a definite answer to that. It seems 
to me that they will accept it at its face value. However, they will 
accept it only as it applies to contracts in effect before the date of 
the certificate, since it cannot apply to subsequent contracts. Fur- 
thermore, their acceptance means merely that the base value, to be 
depreciated or amortized, will be divided by five; but the Bureau of 
Internal Revenue has to determine what the valuation of the base is. 

Mr. Seghers: May I ask Mr. Massel a question? I want to 
refer to our $20,000 question. A corporation accepts a government 
contract for supplies at a fixed price of $20,000. The seller, the tax- 
payer, sedcs a certificate of non-reimbursement, and the government 
says, ^'You must prove that you do not have too much depreciation 
included in the price.” The total cost exclusive of any depreciation 
or amortization, we will say, is $12,000. The contractor says, "We 
have charged against this job $2000 for amortization. Our total cost 
is $14,000 and we make $6000 profit.” 

The Government says, “No, we compute your cost at $12,000 base 
cost, $2000 depreciation and $3000 amortization, bringing the total 
up to $17,000, and $3000 profit. Since you have charged too much 
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amortization, we will not give you a certificate of non-reimburse- 
ment.” 

How can anyone look at a statement of that kind and say that they 
have not made $6000 profit, but have made $3000 ? That is the posi- 
tion taken by the government. They will say, “We consider $3000 
your normal profit.” Who is going to establish what is normal 
profit? Can you give us any light on that? 

Mr. Massel: You have a very neat problem there, I do not 
know the answer. However, as a practical matter, unless the gov- 
ernment takes the position that there is such a thing as normal profit, 
it simply cannot determine w’hether or not a price includes normal 
depreciation or amortization unless it accidentally stumbles across 
some cost estimates which show that amortization was included. 
Short of that, in order to evaluate a situation after it has passed, 
without being able to explore the regions of the contractor’s mind, 
the Government must start out with some notion of normal profits. 

Mr. Seghers : The trouble with that is that you are speaking of 
what the government has to do. Apparently the government’s posi- 
tion is that they will sit tight and give no certificate of non-reim- 
bursement. I heard someone mention that only seventeen certificates 
have been issued so far. I don’t know whether there have been any 
more. I know there is practically a log jam at Washington, a re- 
fusal to issue any non-reimbursement certificates if you can’t prove 
how much is profit and how much is amortization. In other words, 
some branch of the Government — ^I don’t think it is the Treasury 
Department ; I know it isn’t the War or the Navy Departments — ^is 
putting a stumbling block in the way of manufacturers and nullify- 
ing completely the intention of Congress to allow the taxpayer some 
promise of relief that he could rely on in advance. This is throwing 
business into the same muddle of uncertainty that prevailed before. 

I would like to hear a discussion of this situation because no one 
who has a government contract has any feeling of security as to 
that contract. Amortization is not tied to your certificate of neces- 
sity. It is tied to a certificate either of non-reimbursement or of 
government protection. Of course, the former is not legally re- 
quired, but in practice it is almost essential. If you cannot prove 
non-reimbursement in respect to every single government contract 
you have, you may not be allowed the amortization deduction. 
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Chairman McCluskey: That is right, the certificate of non- 
reimbursement is necessary to prove the amortization deduction in 
income tax returns. 

William C. Armstrong {Secretary & Treasurer, Rockbestos 
Products Corp,, New Haven, Conn.) : There is another angle to 
this situation that was not mentioned which I think is important. 
After you have applied for a certificate of non-reimbursement, if you 
continue to get more government contracts, you must continue to 
apply for certificates of non-reimbursement, because it will only 
apply for a sixty-day period. So at least every sixty days, you must 
apply for another certificate of non-reimbursement if you continually 
get new contracts. 

Chairman McCluskey : It is my opinion that you should have 
a certificate of non-reimbursement for each and every contract. 

Leona3RD E. Zastrow {Assistant Controller, Bucyrus-Erie Co., 
South Milwaukee, Wis.) : I can substantiate that. We have been 
told the same thing; we have to get a certificate for each contract. 

Mr. Colkos : One certificate may cover several contracts but it 
certifies specific contracts. 

Mr. Armstrong: There is another point I would like to make. 
That is that in the application for the certificate for non-reimburse- 
ment, you must certify that you are not increasing your prices be- 
cause of additional amortization. The main point of difference is 
that this applies if this is a bid contract and not on a cost-plus basis. 
I am speaking only of the bid contract. 

We submitted a price schedule for the past several years showing 
that our prices have not been increasing, and agreed that we would not 
increase our prices because of this additional amortization. What 
1 would like to hear discussed, is what is the proper procedure as 
regards accounting methods. My idea is to charge off what woidd 
be normal depreciation, the same as we do on other similar machines, 
and th^n to take the difference as amortization and charge it off in 
the other expense section of the profit and loss account. 

Chairman McCluskey: That may be a good plan. It may 
make it difficult, however, when the income tax examiner tries to 
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tie up, say, a nomal 5 per cent or 2 per cent depreciation rate in your 
depreciation accounts and with relative rates of, say, 18 or 15 per 
cent in your amortization accounts. It may be a better plan to 
account for the facilities separately and amortize them separately. 

Mr. Flynn : Would it be in order to ask if anybody in the room 
has received a certificate of non-reimbursement? (None.) 

Chairman McClxjskey: Does anyone know of anyone who 
has received one? (None.) May we have some comments on the 
amortization period and how it may be terminated? 

Reimbursement under E. P. F. Contracts 

Mr. Colkos: Under the terms of the Second Revenue Act of 
1940, amortization may begin in the month in which the facilities 
were completed or acquired or it may begin in the succeeding tax- 
able year. A contractor may abandon amortization at any time in 
favor of depredation, in which event he may not go back to amorti- 
zation unless the President proclaims the end of the emergency 
before five years from June 10, 1940. 

In viewing this, two points must be borne in mind with respect to 
amortization of the cost of facilities acquired under emergency plant 
facilities contracts: 

1, Under final reimbursement, title to the facilities will pass to 
the Army or Navy Department. 

2. Reimbursement must be included in income to permit the con- 
tractor to take amortization. 

If a contractor does indude reimbursements in income but aban- 
dons amortization in favor of depreciation during this period of 
reimbursement, title will still pass to the government. Thus, the 
contractor will eventually wind up with an unamortized or undepre- 
ciated asset on the books that he does not own. As a second point, 
the contractor may dedde to exerdse an option to begin amortization 
in the succeeding taxable year whereas reimbursements will be shown 
as income in the current year. There, too, he will have an unamor- 
tized balance on the books of an asset with respect to which title has 
been transferred. I would like to ask Mr. Massel whether the gov- 
ernment has recognized this condition and if anything is being done 
about it. 
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Mr. Massel: No answer has come to my attention. 

Mr. Colkos : I may mention that I have written to the Treasury 
Department. I also sent them a copy of our contract about two 
months ago, and we haven’t heard anything from them, as yet. 

Mr. Seghers: I went to Washington on a related problem. I 
didn’t ask that question, because I didn’t think it could arise. That 
is, I don’t see where anyone would care to exercise those options 
under those particular conditions. But I did have a similar question 
under an emergency plant facility contract which, by the way, does 
not say you must return the reimbursement payments as income, but 
says you cannot claim amortization unless the reimbursement pay- 
ments are included as income. This is a clever piece of drafting and 
evades any constitutional question. 

Reimbursements under the E.P.F. contract do not commence until 
the completion of the plant and since it is all scheduled in Exhibit A, 
until every item in Exhibit A is completed, it is apparently the posi- 
tion of all branches of the government, that the E.P.F. contract is 
not completed. However, the Treasury Department, at least, seems 
to lean toward the view — ^although all the answers I got down there 
were practically the same as the one we just heard — ^that you may 
have on one necessity certificate various dates of completion of the 
facilities covered by that certificate. 

For instance, you may have bought a machine in October, 1940, 
and installed it on the floor of your plant in January, 1941. Your 
plant started operation in May, 1941. Yet you may have other 
machines on order that you are going to get during the next eighteen 
months, covered by your original E.P.F. contract and by your original 
necessity certificate. Here is the conflict that arises — you must start 
amortization either in the year of construction, acquisition, et cetera, 
or in the following year. If you bought a machine in October, 1940, 
you must start amortization in 1941 at the latest. You could have 
started it in 1940, if that machine is to be considered as a separate 
facility. In other words, you have two dates of completion : one is 
the date of completion of the E.P.F. contract as a whole. All those 
to whom I talked interpreted an E.P.F. contract as meaning that the 
government reimbursement doesn’t start until the last item called for 
by Exhibit A, as written or as amended, has been delivered. Say that 
won’t be until some time in 1942, In the meantime, if you consider 
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that each machine that you put in is a separate facility, you may have 
completion dates strung out all the way from October, 1940, to the 
middle of 1942, and you are going to have to reach a decision as to 
when and how you are to take the amortization on those items, and 
your amortization will not correspond exactly with your reimburse- 
ments, as had been originally thought. 

In other words, it was thought : Here are reimbursements to run 
for sixty months and amortization to run for sixty months. But you 
cannot make the two agree, because your dates of completion for the 
purpose of amortization are different from your single date of com- 
pletion under your emergency plant facility contract. That is a joker 
which anyone who has an emergency plant facilities contract will run 
into, and it isn't apparent on its face. It only becomes apparent when 
you study the provisions of the contract and of the various certifi- 
cates. 

A further difficulty is this: Your necessity certificate usually is 
issued on the basis of your emergency plant facilities contract. In 
other words, they simply take a copy of your original Exhibit A. 
Before you get your plant finished, you will have many plant change 
authorizations from the local purchasing officer. Those plant changes 
are amendments to your E.P.F. contract, but they are not automati- 
cally amendments to your necessity certificate. You will not be en- 
titled to amortization with respect to those additions, new items, un- 
less you get separate necessity certificates. 

Chairman McCluskey: I hope the war ends before all that 
happens. 

C. M. Leeds (Assistant Budget Director, Wright Aeronautical 
Ccrp., Paterson, N.J.): I am a little confused on that last proposi- 
tion. I just wondered if Mr. Seghers would explain to me how he 
gets amortization on an E.P.F. contract facility. 

Mr. Seghers : If you have a certificate of government protection, 
you are entitled to take amortization. Theoretically, your amortiza- 
tion will offset the reimbursements you receive under your E.P.F. 
contract. 

Mr. Colkos: I don't believe Mr. Leeds' question has been an- 
swered. The contract says unless reimbursement amounts are in- 
cluded in income, no amortization will be allowed. 
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Mr. Seghers: Right! 

Mr. Colkos : That means, then, that if you don’t include these 
reimbursements as income, you can’t exercise your options under 
the Second Revenue Act of 1940. 

Mr. Seghers : That is true, but that provision was put in with the 
thought that the courts would hold that such reimbursements are 
income. Since there was some doubt on that point, it was put in 
that way; if they were held not to be income, then the contractor, the 
taxpayer, is bound by his contract not to claim amortization. But 
even if he does report his reimbursements as income, unless he modi- 
fies his contract, he will receive no reimbursements in 1941. The 
plant is in operation, but he will receive no reimbursement until he 
either modifies his contract or installs the last piece of equipment 
called for by his E.P.F. contract. 

Mr. Colkos : The only other way of handling it would be to treat 
the reimbursement as a reduction of the asset value. You are going 
to write the assets off over the period of reimbursement under any 
system that you adopt. I would like to know if this is not true. If 
a facilities contract does not recognize any date, which will include 
June 10, 1940, after which construction or acquisition may start and 
the Army or Navy agrees to reimburse for all such expenditures, I 
can't conceive of any contractor not amortizing these assets, in one 
way or another, over the period of reimbursement, regardless of 
what the necessity certificate (which limits assets to those acquired 
after June 10, 1940) says. 

Chairman McCluskey: I have great hopes that any judicial 
decisions that may be rendered will be on some fair basis. I do not 
anticipate that the government is going to make us do something 
that is going to work a grave injury to us when they have provided 
a method, written into a law, which is for the definite purpose of 
allowing us to take this amortization deduction in our income tax 
returns. 

Mr. Seghers : I would like to point out that there are^five differ- 
ent authorities in Washington squabbling over this problem and the 
one that isn't recognized in the revenue statutes seems to be the one 
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that is causing the most trouble. The revenue statute recognizes the 
Navy Department, the War Department, the Treasury Department, 
and the Emergency Defense Commission. 

In addition, O.P.A.C.S. apparently have pushed their way into it 
and are the ones who are throwing the monkey wrench into the 
granting of the non-reimbursement certificates. Anyone who wants 
to be convinced of that should obtain through the official mail from 
the Division of Price Control, David Ginsburg’s talk on “The Amor- 
tization Deduction,” and you will see what the radical view of 
amortization is in Washington. 

The Amortization Period 

Chairman McCluskey: Let us discuss the question of how 
long this amortization period can or may last. 

E. H. SwETT (^Assistant Treasurer, Nashua Mfg, Co., Nashua, 
N. H.): Under Section 124 of the Internal Revenue Code, the 
amortization period is for five years; but if the emergency is declared 
over by the President before the expiration of five years, you are 
entitled to accelerate your depreciation so that the full cost of your 
emergency plant facilities may be recovered within the time so desig- 
nated. 

Chairman McCluskey: Can a concern which is taking amor- 
tization discontinue it and resume the normal rate of depreciation? 
The contractor may do this. He can stop amortization, and any time 
he chooses, after having notified the Treasury Department, resume 
charging out his depreciation. But, if he does so, he cannot return 
to the charging of amortization of facilities, unless the President has 
declared the emergency ending before the sixty-month period has 
expired. Then he can recompute his taxes on the amortization basis. 

Mr. Block: Assume five years have passed. In the meantime 
we have five-year amortization by the Revenue Department and have 
built up an additional plant. Would anyone like to suggest what the 
government would do? The plant is fully amortized; it has been 
written off the books, but it is still being used. It is an additional 
plant set up for defense work. Let us assume that we are fortunate 
enough to have sufficient work to keep this additional plant busy. 
What will the government do under those circumstances? One 
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reason I raised tliis question was that some contractors are of the 
opinion that it is better not to use the five-year plan at all and con- 
tinue on their normal basis. 

Chairman McCluskey : There is a possibility that a mistake is 
being made by taking amortization on the five-year basis. This is 
true if tax rates are higher after the five-year period is ended. All 
men in business have to take reasonable chances but it seems to me 
the best plan is to take advantage of the deduction as soon as possible. 

Lloyd S. Hertzler {Supervisor, Property Accounts, Armstrong 
Cork Co,, Lancaster, Pa.) : Are you taking normal depreciation on 
your machinery and not amortization into your costs? 

Mr. Block: We are amortizing over the five-year period the 
machinery we have added since Jime 10 under a necessity certificate. 

Mr. Seghers : I would like to go back to a question asked in the 
first part of the meeting. If you are doing both defense work and 
civilian work using the same machines, what are the possibilities for 
amortization ? 

Mr. Taylor: Necessity certificates have been granted where the 
preponderance of the output is for defense work, that is, where a 
sub-contractor is selling to commercial customers and also to cus- 
tomers who, in turn, sell to the Army and Navy. Suppose you have 
100 customers. Ten of them are working solely on commercial work ; 
the rest of them are working partly on defense and partly on com- 
mercial contracts. Those that are working partly on defense work 
may have 85 per cent defense work. In such a case necessity certifi- 
cates have been issued. If you receive your necessity certificate, you 
deduct amortization. There is the difficulty of obtaining the neces- 
sary data to attach to your application for a necessity certificate. If 
you are selling only to jobbers who sell to manufacturers, who in 
turn make both commercial and defense products, the only problem is 
to obtain the affidavits to prove the facilities are for defense. 

Normal Depreciation in Costs 

Carl H. Grashof {Controllers Office, Eastman Kodak Co,, 
Rochester, N, Y.) : My interpretation of this amortization problem 
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is that it has no definite tie-up with depreciation. In other words, 
we may amortize a piece of equipment over five years, but that does 
not write it off our books for cost purposes. We can depreciate it at 
our normal rates over the normal life of the equipment and merely 
get amortization as a tax relief for the next five years. 

Mr. Hertzler: Then you only put depreciation figures in your 
costs, not amortization charges? 

Mr. Grashof: According to the rules, you must only do that. 

Mr. Hertzler : That is what I wanted to bring out here. 

Chairman McCluskey: The allowance for amortization is an 
incentive for a business man to invest his money in facilities for de- 
fense purposes. He can only take the full allowance for amortiza- 
tion, however, and not both depreciation and amortization. 

Mr. Hertzler : Suppose in this profit picture we were discussing, 
you would make available to the inspecting officer the basis on whidi 
you arrived at your cost and selling price. Would that be sufficient 
data to let them know the amount of your depreciation and profit? 

Chairman McCluskey : It seems to me that would be the only 
way to prove what you have in your price structure, 

Mr. Leeds : That is not a supposition ; it is a fact. You will have 
made available to the inspecting officer your previous costs. As to 
your selling price on a fixed-price basis, the inclusion of any item, 
whether you call it amortization or profit, depends largely on whether 
the inspecting officer from the government considers it to be a rea- 
sonable and an allowable cost item. 

Mr. Seghers : Are you referring to the examination of your tax 
return or examination before a non-reimbursement certificate is 
issued? 

Mr. Leeds : I am referring to the examination you will be subject 
to if you have a supplies contract with the Army or Navy. 
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Mr. Seghers : The manufacturer wants to get his non-reimburse- 
ment certificates right away, as soon as he gets his contract. You are 
speaking of the examination that takes place afterwards. 

Mr. Leeds : That is correct. It is the only way they would find 
out whether you were including amortization as an element of cost. 

Mr. Seghers : That isn't what they are doing. The point is that 
they will think that your price is too high and that you must be 
charging too much for amortization. If this is not on the basis of an 
examination, then it must be on the basis of statements submitted 
before you will receive a non-reimbursement certificate. 

Chairman McCluskey: Before a certificate of non-reimburse- 
ment is issued the Government must have some way of determining 
whether or not you have included any abnormal amortization or de- 
preciation in your price. 

Mr. Leeds : A certificate of non-reimbursement is a very essential 
document when deducting special amortization in the tax return. It 
is a certification that you are not being reimbursed for the same 
facilities either directly or indirectly, in whole or in part, by the 
U. S. Government. They want to know you are not getting paid 
for the facilities by the Government and at the same time being 
allowed amortization. 

Chairman McCluskey: I imagine the Government will of ne- 
cessity have to examine your records to determine whether or not 
they should issue a certificate of non-reimbursement. They will 
probably scrutinize very carefully the depreciation items in your cost 
figures. 

Mr. Leeds : That is right 

Amortization and Business Profits 

Mr. Grashof : If you receive a certificate of non-reimbursement, 
it is for the purpose of getting relief from income taxes. But if you 
do not make any money on the deal, of what value is the tax relief? 
If the company doesn't have any other sources of income against 
which to take the tax relief, the whole thing is absurd. 
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Mr. Colkos : I think you have lost sight of one fact, that you can 
still include normal depreciation in your supply contracts and still 
not be considered to have been "reimbursed.*^ 

Mr. Grashof : If we make 20 per cent profit on a contract after 
normal depreciation, that might be our normal rate of profit. But 
certainly that 20 per cent is part of our reimbursement for putting 
up the money to build this equipment. Therefore, the 20 per cent 
profit, call it what you want, is reimbursement. 

Chairman McCluskey: I think this is the problem: Suppose 
your ordinary rate of depreciation is 5 per cent and you give a price 
to the government, but include depreciation at 10 per cent. If you 
wish to take advantage of the amortization deduction, you ask for a 
necessity certificate and a certificate of non-reimbursement. When 
the Government examines your price setup they will see that you have 
included an extra S per cent. The chances are they will not allow 
you to deduct 20 per cent as amortization plus the extra 5 per cent 
depreciation. They will probably say you have 5 per cent included 
as your regular depreciation, and allow you 15 per cent additional. 

Mr. Grashof: Our position is this: We charge the normal rate 
of depreciation in estimating our cost and fixing our selling price, 
but we have never done these things before ; we haven’t any "normal” 
profit margin. Say we make 30 per cent profit on it. Is it unrea- 
sonable? Are we being reimbursed? 

Mr. Slavin : Don’t you think the whole matter would be clarified 
if we were to consider separately the two kinds of contracts ? If a 
bid contract is involved, I don’t think there will be an investigation 
into prices. However, if it is a negotiated or cost plan, there will be 
an investigation. 

Edward E. Lewis (Assistant Vice President, RCA Mfg. Co., 
Camden, N. /.) : I think we ought to recognize that as a final out- 
come we are all apt to be, and probably will be, subject to cost in- 
vestigation. If, in our costs, we have included some depreciation for 
the facilities acquired since June 10, it would appear in so doing we 
have reduced the income out of that particular contract. If, in addi- 
tion to that, we attempt to take as a tax deduction, an additional 20 
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per cent amortization, it naturally follows there has been reimburse- 
ment thereby. Hence, if we only include as normal depreciation 
those facilities which we have prior to June 10, and use for amortiza- 
tion for tax deduction purposes 20 per cent of the facilities acquired 
since June 10, I think we are in the clear. 

Chairman McCluskey : I am sorry our time is up. I want to 
thank you all for your contributions to this discussion, and express 
the hope that before we meet again next year we will have found the 
answer to the questions lyhich now appear so difficult. The meeting 
is adjourned. 

. . . The meeting adjourned at five-five o’clock . . . 


APPLICATION OF OVERHEAD IN PERIODS OF 
ABNORMAL ACTIVITY 

Chairman: Charles C. James 

Stevenson, Jordan & Harrison, 

New York, N. Y. 


Chairman James : I shall open the session by making a few gen- 
eral remarks. I don’t like to start off with a quotation; I would 
rather wind up with that procedure. But there is a paragraph in the 
latest Bulletin Bulletin, June 15, 1941) that has appeared 

in most timely fashion, just when we need it. If you have not read 
it, I suggest you read the last paragraph first. I will read it to you, 
so you will have to take my advice : 

‘Tf you are supplying the Government with any type of material, 
do not fail to learn the rules of the game. The penalties are high 
and the return is low. To fail to give proper consideration to the 
problems which arise from dealings with the Government will surely 
leave the contractor in a vulnerable position.” 

Ladies and gentlemen, let me say from ripe experience in a preced- 
ing war, those are words of wisdom. You perhaps are all familiar 
with Senator Nye’s dilemma at the time when the New Deal first 
landed in the saddle, and the philosophy of selling at cost plus a 
reasonable profit had a temporary vogue in American polity. 

Senator Nye, with fine enthusiasm, sat down to write a law — there 
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ought to be a law that all prices should be equal to cost plus a rea- 
sonable profit. He undertook to define costs, and, finding some little 
difference of opinion among Government authorities, he called in 
some of our wisest public accountants and he asked them to define 
costs. He waited and he waited and he waited, and he finally gave 
up, and so the law was never put on the statute books because 
accountants and cost accountants were never able to define cost. 

Of all the problems in connection with cost that need definition, 
the term “overhead” is perhaps the principal one. As soon as you 
get away from that fuzzy generality and tiy to tell me or anybody 
else what you mean when you say “overhead,” you will discover that 
even in your own minds you are unable to formulate a clear definition. 
If there is anybody here who wants to take that challenge, I am 
going to give him the floor first. 

We shall find that there are such things as direct and indirect 
charges for expenditures. They may be classified as to units of out- 
put, as to units of effort, as to contracts, or from some other ap- 
proach. 

Another basis of classification is whether an expenditure is pro- 
ductive or non-productive. That again is entirely a question of con- 
cept. The fundamental rule under which so-called indirect or so- 
called non-productive expenditures may be made is that a dollar spent 
for that type of service or facility should save more than a dollar 
of direct cost, so if there is anything in the world that should be 
productive it is the non-productive expenditures. Again a complete 
confusion of terms. 

Another factor with which we have to deal in endeavoring to de- 
fine cost is whether we mean ultimate cost or cost as nearly as we can 
determine it now. Take any one of these contracts that we are about 
to discuss, and you will find that your own management, the Govern- 
ment, and your financial requirements necessitate your making ap- 
proximations of cost from month to month, but ultimate cost cannot 
be determined until the last dollar is spent. 

In the other room a few minutes ago a man got up and asked a 
very wise question. He said, “Will the Government permit us to put 
into costs of production tmder Government contracts the expense 
of restoring our plants to the condition in which they were found 
when we converted them to Government use?” Everybody laughed. 
But we shall not get ultimate costs until expenditures of that kind 
are taken care of in our costs. 
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So again, in endeavoring to define costs, we must ask ourselves 
whether we are talking about costs now as we can determine them 
at this stage of the game, largely on the basis of estimates, or 
whether we are thinking of cost in the ultimate and final analysis. 

Then again we have this familiar concept of normal costs, costs 
based on a period of time sufficiently long to iron out the ups and 
downs that come with cyclical and calendar variations. 

I heard in the other room a few moments ago a statement made 
that one Government auditor insisted that the entire expenditures 
for so-called overhead in one month should go against the output of 
that month. It happens that a client I am serving now has an over- 
head rate representing 2500 per cent of direct labor cost. If we 
charged into the cost of the output for the current month the ratio 
of overhead to direct labor, we would produce a cost that is some- 
where around 25 times the price. And yet such absurdities as those 
will creep into our thinking if we are not careful in our definition of 
what we are talking about when we discuss this subject of overhead. 

I am going to this length in this introduction in order to urge 
you not to use general terms like ^‘overhead,” but to get right down 
and define what you are talking about in everything you say so that 
all of us can comprehend what you mean. 

You all have a copy of the outline. We do not need to follow it 
exactly ; it is merely intended to suggest the general area which we 
hope to cover. Who has the first question? 

F. Richmond Fletcher (Partner, McKinsey & Co,, Boston, 
Mass,) : Would it help in this discussion if we were to use the word 
“burden” instead of “overhead”? 

Chairman James: Try to define “burden,” and then we will 
decide. 

Mr. Fletcher: I don’t know how good a job I can do defining 
burden, but it does seem to me that this discussion relates more to 
what we commonly term burden than it does to overhead. Starting 
with that premise, and referring to Point 1 on the outline, actual 
versus predetermined burden rates, it seems to me that we are likely 
at this session and others of a similar nature, as well as in chapter 
meetings during this “defense” period, to be somewhat overcome 
by the condition in which we find ourselves today. 
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Discussion Outline 

APPLICATION OF OVERHEAD IN PERIODS 
OF ABNORMAL ACTIVITY 

I. Actual vs. Predetermined Overhead Rates 

A, Need for adjusting to actual for government contracts, 

II, Basis for Rates — ^Normal CApAory or Expected Volume 

III. The Overhead Budget 

A. Expenses whose classification varies under normal conditions. 

1. So-called “material overhead”; freight-in, purchasing, receiving, 
inspecting, storing, issuing, etc. 

2. So-called “labor overhead” ; social security taxes, personnel dept, 
workmen’s compensation, insurance, etc. 

3. Other borderline costs often included in overhead. 

B. Expenses arising from present abnormal conditions 

1. Overtime premiums paid direct and indirect labor. 

2. Night shift premiums. 

3. Cost of training programs. 

4. Accelerated depreciation on present plant 

5. Amortization of defense facilities. 

6. Other added costs. 

IV. The Normal Capaotv Concept 
A Definition of terms. 

B. How is normal determined? 

C. Disposition of over- and under-absorbed burden. 

V. What Is Normal Capacity Today? 

A. Assume no added capacity but increased utilization of former ca- 
pacity. 

B. Effect on prices and inventory valuation of an increase in normal 
capacity. 

C Disposition of large over-absorbed balance. 

D. Effect of present increase in capacity and reduction in rates on 
post-war conditions. 

VI. Adjusting Overhead at Normal to Actual for Government Con- 
tracts 

A. Exclusion of costs directly chargeable to government contracts. 

B. Exclusion of unallowable costs. 

C. Treatment of over- and tmder-absorbed overhead. 


I am reminded, in the discussions which have arisen during the last 
two sesaons I have attended, of a situation which arose at the tim. 
Mr, Du Brul was Secretary of the National Machine Tool Builders 
Association and trying to evolve a uniform cost practice for the 
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industry. At that time, shortly after the war, machine tool builders 
were still very busy, they had been working night shifts and Sundays, 
and the question of normal capacity was similar to that we are facing 
today. 

There was a great deal of very intense discussion in an effort to 
determine a normal operating capacity upon which normal burden 
rates should be established. Most of the manufacturers had been 
working overtime, and thought that normal should be 110, 120 and 
ISO per cent of a single shift maximum capacity. Mr. Du Brul got 
somewhat worried and made a careful researdi, going back in his 
investigation for a period of ten years in all member company records. 
As a result he found out that over a period of ten years the normal 
operating capacity of that group had actually been 60 per cent of the 
maximum. 

We have talked about accelerated depreciation due to abnormal 
production in the session before this meeting started, and I am a bit 
worried lest we confuse abnormal with normal. It seems to me that 
we are likely to overlook what is going to happen after this particular 
period of stress. In our discussions we must think searchingly about 
this ^'normal,’’ and in our burden development we must realize that 
we have a condition today which is abnormal. Our cost accounting, 
through variances from standard, should reflect the results of the 
abnormal, so why should we depart from normal ? I would like to 
start discussions on that premise. 

Chairman James : Thank you very much, Mr. Fletcher. That 
is a splendid start, and I am sure we are gomg to carry it right along. 

George J. Armstrong {Supervisor of Costs, Generd Fire Ex- 
tinguisher Co., Prozndence, R. L): During this period of abnormal 
activity we are putting up a number of temporary buildings, making 
additions to shops, acquiring temporary equipment, etc., which after 
this emergency is over may never be used again. Under ordinaiy cir- 
cumstances we might assume the normal life of this equipment to be 
years, a building 20 years, etc. 

No one can anticipate how long this present abnormal period will 
last. Therefore, it seems to me that the establishment of rates, pro- 
cedures, etc., so that we can recover these abnormal expenditures 
for capital assets through our costs within this period, becomes a 
very important part of our question. 
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Chairman James : Would it contribute anything to your views 
on the subject if I added this suggestion, that for the purpose of 
accounting under present-day conditions, we ought to get into our 
minds the concept that money spent on so-called assets represents 
money spent for deferred operating costs, and unless those ex- 
penditures are all charged off over operations that they make possible, 
we shall find ourselves, not with assets at the end of the time repre- 
sentative of the amounts we have stated on our books, but physical 
liabilities representing debits on the books. Is that a workable con- 
cept in your mind? 

Well, let’s take up that question of normal capacity. Dr. Marple 
tells me that a research study now in process shows that 154 out of 
251 companies which replied to the question were continuing to use 
normal capacity as a basis upon which to assign indirect charges to 
cost of products. 

Let me ask for an expression of opinion from those who are giving 
this subject what I might call fresh and independent thought, whether 
or not in your judgment that represents merely following the line of 
least resistance because you are accustomed to doing it that way, or 
has the subject been thought out. Does it represent a considered 
conclusion that we should continue to use the normal capacity basis, 
and pick up the difference between what is absorbed on that basis 
and what is occasioned by the extraordinary activity of the present 
as a part of the cost of the extraordinary production of the present? 

Frank L. Sweetser {Partner^ Stevenson, Jordan & Harrison, 
New York, N. F.) : I think that is entering the field of conjecture. 
You had better stick to normal. These extra expenditures can be 
handled readily as you wish without disturbing the accounting struc- 
ture. I think that is precisely what Mr. Fletcher was saying, and I 
agree with him 100 per cent. We are in a changing world. It is 
going to change over and over and over again. It is impossible to 
keep up with all of these changes. 

The old idea of charging the overhead or burden of last month 
into the operations of this month to get a cost seems preposterous 
to me. I think you must follow your normal setup. As Mr. Fletcher 
has said, instead of actually being 120 or 150 per cent of single shift 
capacity, because current conditions were that way, it worked out 
in the machine tool industry that it was about 60 per cent of single 
shift capacity. We all know that this is more likely to be the basis 
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on which you can make comparisons and build your structure. What- 
ever else happens outside of that normal, put the variances where 
they belong when you need them there, and when you are through, 
you are through. 

Chairman James : Thank you, Mr. Sweetser. Bill Keating, you 
have had a lot of study on this subject. Tell me what you think 
about it. 

William L. Keating {Partner, Miller, Donaldson & Co,, New 
York, N. y.) : My easiest answer, but at the same time my most 
sincere answer, is that I agree exactly with Mr. Fletcher and Mr. 
Sweetser. 

Chairman James : I would like to hear some disagreement with 
these national authorities. 

George R. deLearie {Treasurer, Westfield Mfg, Co,, Westfield, 
Mass,) : I agree with what has been said. I think management 
wants to know what these extraordinary items are so that they can 
tell what is arising from defense work and determine what is extraor- 
dinary, and is outside the regular, normal operations. 

Howard A. Giddings {Staff, Leach, Rindfleisch & Scott, Rich- 
mond, Va.) ; If a firm continues to produce the articles which it has 
been accustomed to produce in its usual line of manufacture, and 
in addition, takes on some new lines, it should continue to spread 
depreciation on its normal operations according to its accustomed rate, 
and then any equipment purchased solely for the new operations 
would be depreciated on as rapid a rate as possible in order to absorb 
it over what we might estimate to be its useful life. Is that the point 
of these statements? 

Chairman James: I would like Mr. Fletcher to discuss that 
specific application. 

Mr. Fletcher : I think that in all our cost accounting on defense 
contracts we should not depart radically from our normal procedure. 
We must set up in our accounting structure accounts which will 
properly define these extra charges, determine what they are caused 
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by and, through our customary budgetary procedure, be able to show 
the results of abnormal operations by elements of expense, and by 
volume of production broken down by departments, if you please. 

Now, under this abnormal situation, we are going to have a lot of 
extra charges and extra production. It means that we, as cost 
accountants, must explain them, but I don't believe that we have to 
change our customary practice to do that. I don't believe that we 
should change our depreciation rates or our standard costs just so 
long as our variances from standard clearly express results and 
causes. We have always had variances from standard to explain to 
management and I think we are able to satisfactorily explain abnor- 
mal results without having to change our practice. 

Chairman James : Thank you, Mr. Fletcher. May I suggest 
that we proceed to Item III and take a look at the six items under 
B, “Expenses arising from present abnormal conditions.” Suppose 
we make a practical application of what has been suggested here, 
which is that you continue to follow present routine, if you may call 
it such. Ask yourselves the question whether or not, having done so, 
you will deal with these items under B as additional charges appli- 
cable to current product or as overhead variations deductible from 
profit and loss. 

Donald M. Shawen (Assistant Secretary-Treasurer, Buckeye 
Traction Ditcher Co,, Findlay, Ohio ) ; Mr. Fletcher brought out 
that he didn't think, under present conditions, we should accelerate 
our depreciation rate or do other things which might change our 
rates of burden absorption; in other words, continue as we have 
budgeted our program. 

Back in 1932, 1933 and 1934, all of the large automobile compa- 
nies and almost every company of any size in this country changed 
their depreciation rates because of subnormal activities. Beyond any 
doubt some of the best minds in accounting took into consideration 
the activity factors that were involved at that time. I can see no 
reason why the accountants should not as a group realize that con- 
ditions are changing. Even though we have considered something 
to be at normal previously, if at one time some of the best minds 
thought it wise to reduce rates because of subnormal activity, why 
shouldn't we again increase rates because of abnormal activity? 
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Mr. Fletcher: I don’t know whether that question is directed 
at me or not, but I am not in a position where I would attempt to tell 
you not to change any of your standards or any of your rates. I 
think you should do as you normally would. Some of your stand- 
ards may have to be changed — ^it may be right to change them now — 
but if you are sure in your own mind that your depreciation rates are 
correct on a normal basis and over a normal period of time, I would 
question whether you would want to accelerate your depreciation. 

I think that each of us has an individual problem, and I don’t like 
the thought that we as a group are going to change our standards 
because we are facing an unusual situation which we know is not 
permanent. 

We have gone a long way in developing and maintaining cost 
standards, in developing budgetary procedure, and in the use of va- 
riances from standards, and I think we need to be very cautious in 
considering radical changes from previous practice. 

Today, we have a volume of business that we haven’t had since 
the last war, perhaps in excess of that volume. We can’t move our 
prices too fast, nor can we move normal costs because of temporary 
abnormal conditions without revamping all of our cost standards. 
It is caution that I am tr3dng to emphasize rather than a question 
of the economic right of acceleration of depreciation and the revising 
of all other affected charges. 

Chairman James : Now may I ask that you give some considera- 
tion to the extraordinary items that are listed here. Are they in- 
cludable in overhead? That is to say, is the overtime premium paid 
direct labor an item of overhead or is it a part of direct labor cost? 
Again, is the night shift premium a part of overhead or is it a part 
of direct labor cost? 

We are perforce considering only overhead; let’s not get into an 
argument on whether or not these things are in overhead excqpt so 
far as a mere statement of your opinion. But assuming that there 
are certain of these items at least which are extraordinary and are to 
be included in overhead, how shall they be dealt with — ^as part of the 
cost of production, or as overhead variances deductible from profits? 

I would like to ask that specific question. I think it is important. 

Mr. deLearie: It seems to me that extraordinary items, such as 
overtime and night shift bonuses, where you really can’t clearly decide 
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that the overtime or bonus was due to defense work or to your 
normal commercial work, can best be put in your overhead and pro- 
rated over your defense work and your normal commercial work. 
That would eliminate, I should think, any argument with the Gov- 
ernment auditors when ihey came in. 

Of course, anjdihing that can be definitely allocated against either 
commercial work or defense work should be put in the direct costs. 
I think if you did that we would probably rtm into less trouble when 
the Government auditors come in to check our records. 

Chairman James : I would like you to assure me that I under- 
stand your idea correctly. Is it your thought that as a matter of 
policy it is best to endeavor to keep our books in such fashion that 
the auditors cannot find fault with them, as against the opposite, 
which is to keep them the way we think they ought to be kept, 
whether the Government likes it or not ? 

Mr. deLearie : The point I mean to bring out is that it is difficult 
to determine whether that overtime or that night shift premium was 
due to commercial work or to defense work. 

Chairman James : You have not answered my question. You 
indicated that you are anxious to keep your books so that the Govern- 
ment couldn’t find any fault with them — ^they would just accept them 
as written. Do you think that is wise policy, or do you think that 
they ought to be kept the way you think they should be kept, know- 
ing you are probably going to have an argument with the Govern- 
ment auditor? 

Mr. deLearie : Keep them the way you think thqr should be kept. 
But I do think on any controversial items of this nature, like an 
extraordinary overtime or bonus, where you can't decide just what 
work it is applicable to, we should put it in overhead and prorate it in 
that way, I think that would be a matter of expediency, 

Arthur T. Cameron (Partner, Edward P. Moxey & Co,, Phila- 
delphia, Pa,) : It seems to me that we color our reasoning by the 
requirements of so-called Government activity rather than sound 
accounting principles. As a matter of fact, if you pay overtime and 
it is specifically applicable to a certain kind of work — I don't care 
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whether it is commercial work or government work — rather than 
throw it into the common soup pot and ladle it out by some pre- 
determined method, it would be much better to put your overtime pay 
directly where the wages which you normally would have paid would 
have followed to that particular point. I don’t see that we obtain 
any better basis to work on by dumping it into the overhead and then 
farming it out on some disputable basis, for the funds naturally 
follow along the line of the direct payments. 

Chairman James : What you are implying is that it is a good 
rule to assign directly as far as you can and prorate only those things 
which you cannot assign directly. Is that right? 

Mr. Cameron : That is correct. 

Mr. Giddings : I agree entirely with Mr. Cameron. I think that 
is logical from an accountant’s point of view, and I think it is the 
expedient thing to do from the point of view of dealing with the 
Government. 

Homer W. Stanhope {Cost Accountant, Anheuser-Busch, Inc,, 
St Louis, Mo,) : I agree in general with the viewpoint of allocating 
overtime on the basis of direct labor where possible. There are 
instances, however, where it isn’t practical. To illustrate, a plant is 
doing both commercial work and Government work, and the point is 
raised that the management might do the commercial work at over- 
time rates and the defense work during the regular working hours, 
or vice versa. They are not justified in charging the overtime pre- 
mium direct to the job on which the overtime was worked because 
it was no more responsible for it than the job which management de- 
cided to schedule for working hours. The question was settled in 
this instance by charging the overtime premiums to overhead where 
it is applied to both. These are circumstances which would change 
the application. 

Mr. Fletcher: I would like to interject a question here. As I 
understand it, we are discussing overtime premiums paid, not over- 
time work, and it seems to me that we must separate overtime 
premiums from overtime labor. Overtime labor is something we can 
count and apply properly to cost in hours. The overtime premiums 
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are a different breed, and I feel that they should be charged to burden 
as an added over-all charge and not included as a cost of direct labor. 

Chairman James: As I understand Mr. Stanhope, he contends 
that inasmuch as it is impractical to do either of the two classes of 
work strictly during regular hours, it is logical to charge the over- 
time premiums to overhead, where they will be apportioned between 
commercial work and Government work on the basis of the total 
hours on each. Am I correct? 

Mr. Stanhope : That is right. 

Chairman James: Which in effect, is what Mr. Fletcher was 
saying. If you are going to apportion it over all of the activities, 
why not apportion it as an element of overhead ? 

Oscar J. Held {Chief Clerk, the Lunkenheimer Co,, Cincinnati, 
Ohio) : If you were to treat overtime premium as a direct element 
of cost, as such, would you apply burden to such amounts ? If not, 
would it be practicable to segregate the premium and handle it as a 
non-burden bearing item of cost? That, I think, is an interesting 
point. 

It is my contention that overtime premium, or any premium, for 
that matter, should not be subject to the application of burden. 
Why? Simply because such items, in themselves, have no relation- 
ship to supervision, indirect labor, floor area, depreciation, or virtually 
any other form of expense from which burden rates are derived. 

George L. Nohe {Partner, 0, F. Taylor & Co,, New York, 
N, Y.): I would like to add to that question. When charging all 
direct labor including the overtime premium to a specific job, do you 
use the regular rate for fixed burden or is a lower rate used ? The 
point that I have in mind is that in some cases it has been found 
that the premium on overtime is offset by the over-absorption of 
fixed charges resulting from the increased volume of production. 

Chairman James: Let me see if I understand that. Do you 
mean that because increased volume tends to over-absorb burden, it 
should be considered an offset against the expense of paying overtime 
premiums? 
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Mr. Nohe : No, I don’t mean quite that. Let us take for example 
a job on which the work is performed at night or on Saturday. Under 
the method outlined by a previous speaker, this job would be charged 
directly with the premium paid for overtime labor. The labor cost 
of this job will be higher than it would have been if the work had 
been performed during the regular working hours. As a result of the 
increase in the volume of production, which presumably has forced 
overtime work, the normal rate for fixed burden is found to be high 
and we have over-absorbed the fixed burden charges. My question 
is, would this job be charged with burden at the normal rate, thereby 
further inflating its cost, or would a lower rate be used ? 

Chairman James : That is a very interesting question. 

Mr. deLearie : In our particular case, we build up our budget on 
a normal labor basis, and in applying our overhead we naturally 
eliminate any overtime premiums and apply the overhead rates to the 
normal labor only. In other words, the overhead rates would not be 
applied on the overtime. 

Mr. Nohe : What you are saying is that the overtime premium is 
being handled as overhead. 

Chairman James : That is what he is saying in effect, as I under- 
stand it. 

Raymond P. Marple {Director, Research and Technical Service 
Dept., N.A.C.A., New York, N. Y.) : I believe there is some in- 
formation in our recent research study that bears on this question. 
Included in this group were 54 companies which use job costs and 
treat overtime payment on direct labor as part of the direct labor 
cost. Of those 54 companies, 32 or 60 per cent apply overhead on 
the basis of actual direct labor cost. In other words, in adding 50 
per cent more to their direct labor cost for overtime, they are also 
adding 50 per cent additional burden to those jobs. Those jobs 
are not only penalized because they happened to be the jobs worked 
on during overtime periods, but they are also being charged an added 
amount for burden. 

Chairman James : That answers the gentleman’s question very 
effectively. It indicates a rather widespread practice to do just that. 
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Claude 0. Rainey {Accountant, Trico Products Carp., Buffalo, 
N, Y.) : It is false distribution of overhead. He has no business 
distributing overhead on a dollar basis. 

Chairman James : That is one gentleman’s opinion. 

William Blackie {Controller, Caterpillar Tractor Co,, Peoria, 
III.) : Let me cut in on Dr. Marple’s point. The basis used for the 
distribution of direct labor overtime seems to me to depend on the 
size of the job. If a company is regularly working 48 hours a 
week, paying a premium on eight hours and building a ship or sub- 
marine or other large job, then the overtime premium may be readily 
applied as direct labor cost ; but if the company is engaged on rela- 
tively small jobs, turning them out so many an hour or day, the 
overtime premium cannot, as a practical matter, be attributed to any 
one particular job and must be treated as an over-all cost. 

Why do we pay the overtime premium? We pay it because we 
don’t have the available man power to do the job within the regular 
work hours. The premium on direct labor is, therefore, direct labor 
cost and should be so treated except where adherence to sound theory 
and practice must be modified to meet the expediencies of practical 
accounting. 

Chairman James : Thank you, Mr. Blackie. Maybe that will tend 
to clear up the variance in practice on that point that was developed 
by the research study. Of 263 replies, 99 indicated that they were 
charging overtime premiums to direct labor, 154 or 58 per cent were 
charging it to overhead, and 10 were charging it to a variance 
account. 

This is an interesting cross section of practice. The variation in 
practice is undoubtedly explained by the point Mr. Blackie made. 

R. F. Beaven {Factory Accountant, The Mengel Co., Louisville, 
Ky.) : We go a little further than these discussions have gone. We 
determine what is direct labor and what is indirect labor and we 
figure premiums on each of these separately. We have estimated 
what overtime on direct labor is going to be and we include it in our 
price, but we charge it to a labor variance account. Premium on 
indirect labor is treated as burden. Our standard cost is figured on 
standard labor. 
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Chairman James: And you determine your prices from your 
costs ? 

Mr. Beaven : We determine our prices from standard but include 
in the standard our estimate of the premium which we will pay direct 
labor. 

Mr. Rainey: In this whole discussion, it seems to me that each 
person is looking at it from the viewpoint of his own company. In 
some businesses you can do one thing and in some you can do an- 
other. 

I would like to have you justify the charging of overtime premium 
to burden in the following situation. Suppose you have a diversified 
business — ^pressed steel or punch press or screw machine, etc. — ^and 
you are rushing only one particular line of products to the point 
where overtime is required. At the same time you are manufacturing 
defense items which require overtime consistently. Here you have a 
condition where only a small proportion of your own products re- 
quire overtime as against required overtime on your entire defense 
work. It seems improper distribution to throw the overtime cost of 
these two items into overhead and prorate it over products that are 
not involved. All of this overtime problem is not just a develop- 
ment of the last few weeks or months. We have had it and have 
been paying it for years, and have charged it to direct labor. 

Chairman James: I think Mr. Rainey has raised an excellent 
point. I would like to hear an expression of opinion on it. 

Francis E. Swisher {Chief Accountant, Dennison Mfg, Co., 
Framingham, Mass.) : Where overtime premiums are included in 
overhead, do you charge the normal burden in figuring cost? If so, 
when your hours have gone up you are going to over-absorb and 
have a gain variance. In case of government contracts where it is 
necessary to get an actual cost, you will offset the gain in overhead 
against the premium on overtime. 

Chairman James : That was, in effect, the point that was made 
a little while ago. 


Mr. Giddings: I think the gentlemen have raised a question 
which goes right to the heart of the subject. I am just wondering 
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if we don’t frequently get a little panicky when a new situation comes 
up, and tr}' to modify our accounting treatment in order to deal with 
something that is different only in application and not in funda- 
mentals. I can’t see that this overtime bonus or premium paid for 
overtime or night shift work is in any sense an overhead item. I 
think it is directly applicable to the job, and I don’t see that there is 
any difficulty in treating such overtime as direct labor and at the 
same time avoiding an objection that was brought up a few minutes 
ago, of including it as a basis for distribution of overhead. If we 
operate on a job basis, we presumably do not make numerous little 
items which are too small to compute on a job; otherwise we 
wouldn’t use a job method but would change over to process or some 
other such method. If we are on a job method, we are running 
various jobs, each significant as a unit for costing. 

As to the matter of apportioning the overhead, it would seem that 
regardless of the extent of overtime work, direct labor should be 
the basis. If you have been using the direct labor hours basis, 
“hours’" is still the factor when working overtime. If we wish to 
use a direct labor cost basis, we could still consider that overtime 
is direct labor without any confusion. We will then have two kinds 
of direct labor: regular direct labor and overtime or bonus direct 
labor. The “regular” direct labor includes all the direct labor worked 
at regular rates. The “overtime” or “bonus” direct labor includes 
only the additional compensation paid on the extra hours, night shift, 
etc. These two kinds of direct labor are compiled separately. The 
overhead is distributed on the basis of the “regular” direct labor 
only, but both the “regular” and the “overtime” or “bonus” direct 
labor is charged as direct cost to the job. Thus we have more ac- 
curate costs and also avoid error in distributing our overhead. 

Chairman James: In view of the active participation in the 
discussion, let me just for a moment endeavor to crystallize what 
seems to me to be the conclusions that have been reached by you 
gentlemen in what you have said on this subject. 

The problems presented by Mr. Rainey and the solution that has 
been advanced by Mr. Giddings, it seems to me, can be crystallized in 
this fashion: In distributing overhead in this period of abnormal 
activity, we may very appropriately start from the basis that we shall 
continue to deal with each problem, first, in accordance with what 
our normal procedure has been, and then, when we find from an 
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analysis of the particular problem at hand that it is going to give 
us a distorted result in any one contract or any one item of product, 
we shall have to modify that customary procedure in order to correct 
the error that our analysis has disclosed. 

Mr. deLearie : I think some of the confusion arising here is due 
to the fact that some are thinking of standard costs and others of job 
costs. I agree with you that under job costs you should let the chips 
fall where they may, and apply the overhead on your actual labor 
hours or on labor cost without the overtime in it. But in using 
standard costs, if you apply your overhead on your actual labor plus 
your overtime, you are going to have something in your inventory 
that you won’t get out. I think there is the whole problem. I think 
some of us are thinking from a job cost angle and others from a 
standard cost angle — ^and it makes a difference. 

Mr. Sweetser : I would like to know how many men are thinking 
of job costs and how many are thinking of standard costs? 

Chairman James : How many of you gentlemen who have been 
talking have been referring to standard costs ? Will you raise your 
hands? (6) How many of you have been referring to actual job 
costs? (1) 

Mr. Swisher: Even in a job cost system, isn’t it necessary to 
allocate fixed expenses and joint expenses in order to get an average 
cost to apply over each job? While it is management’s job, perhaps, 
to pick which job we run on overtime and which we will be running 
during the day, I dare say if management would pick a Government 
job to run overtime, they would run into trouble if they didn’t spread 
their overtime over all jobs. 

Mr. Cameron : Is it possible for you to conceive of a situation 
where you decide which jobs you are going to run? Don’t you run 
the jobs you have to run day and night to get them completed, if 
there is a priority on them? It seems to me that we are trying to 
reason that we will only do certain kinds of jobs on overtime and 
other kinds of jobs on regular time, when, as a matter of fact, what 
we do is to start a job and push it through whether on regular time 
or overtime. We don’t make a distinction between them, 
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Another point I tliink you should keep in mind is that there are 
such things as standard job costs. Don’t forget that. 

Mr. Blackie: Let’s get away from this matter of overtime for a 
minute. 

We are faced today, in industr}% with the prospect of price control 
and I think we might give some consideration to the question of 
whether or not the ‘'freezing” of, or the setting of a “ceiling” on, 
selling prices has an effect on the setting of standards for costs. 

Chairman James: Will you make that a little clearer? 

Mr. Blackie : Selling price ceilings are apparently going to be 
fixed at prices somewhat lower than would, presumably, otherwise 
prevail — ^at levels passed somewhere on the upgrade in the business 
cycle. But, if all or any of the components of cost are left free to 
move upward without restriction, the limitation placed upon selling 
prices disturbs whatever relationship there may normally be between 
costs and selling prices. 

In the automobile industry, to take a typical example, I wonder 
if there aren’t reasonable grounds for considering that the cost 
elements might be frozen in the standards at the costs prevailing 
when the price levels now established as “ceilings” by Mr. Leon 
Henderson’s O.P.A.C.S. were deemed commensurate with the cost? 

Jesse G. Kline {Accowitant^ Atlantic Refining Co,, Philadelphia, 
Pa,) : I would like to follow that through with an example of what 
a small refiner might be up against. If his costs, such as crude at the 
well, marine rates and processing labor are not frozen with the sell- 
ing price, he may find himself in the position of having costs con- 
siderably in excess of his frozen selling price. Thus, if selling prices 
are not predicated upon corresponding costs, many a business, both 
large and small, may find itself hopelessly lost. 

Chairman James : Let me see if I understand your point. Are 
you saying in effect that the Government is going to establish certain 
prices and then not permit you to put into costs more than an amount 
equal to those prices by excluding certain elements of cost in order 
to keep the total of your costs within their price range? 
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Mr. Blackie; No. I particularly avoided a defense product 
when I selected the automobile. There is no question of permission. 
The Government w'ill have no interest in how a pleasure automobile 
is costed and the problem is one which concerns only the industry 
itself. I think Mr. Kline gave a very specific illustration of just 
what I have in mind. 

It is probably entirely illogical that a selling price should be fixed 
without any limitation being placed on the costs of the component 
labor and material, but that is the present status of price control. 
Whether the authorities that be will follow through and recognize 
the component elements in the finished product remains to be seen, 
but in the meantime I am wondering if industry should not consider 
the possibility that an increase in costs which, by Federal prohibition, 
cannot be reflected in an increase in selling prices does not represent 
an addition to inventory value. 

Chairman James: The question, as I understand it, is: If our 
costs exceed our prices, what are we going to do with the excess ? 

Mr. deLearie : I don't think you should carry a product in the 
inventory at twenty-five cents when you can sell it for only twenty 
cents. There may come a day when you will be able to carry it for 
twenty-five, but I don't think it would be conservative to use an in- 
ventory value in excess of selling price. 

Robert W. Peden (^Supervisor of Standards, Bundy Tubing Co., 
Detroit, Mich.) : I have one or two thoughts on this problem. Under 
Section B, it seems to me that there should be a distinction between 
night shift premiums and overtime premiums. In our business, basic 
units normally operate three eight-hour shifts. That is the normal 
condition, not only in our industry but in many other industries. The 
men who work on the second and third shifts receive five cents an 
hour more. We take that into account in the calculation of our nor- 
mal direct labor rates, based on machine hours, and if there is any 
excess it is taken as a direct labor rate variance. 

We have just signed a contract with the union agreeing to pay eight 
cents an hour more all through the organization. It seems to me that 
in view of that situation we are justified in adhering to our earlier 
conception, that we are operating a current standard cost system, and 
at the end of this fiscal year, which is rapidly approaching, we are 
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going to adopt new basic direct labor rates and burden rates adjusted 
to the new conditions. 

Chairman James : You are going to modif}^ your overhead rates 
to make them fit the abnormal conditions that exist today? You are 
not in agreement with Mr. Fletcher and Air. Sweetser that that 
should not be done? 

ilR. Pedex : I don't believe in taking all of these overtime pre- 
miums into our normal rate structure. I am not talking particularly 
about the direct labor. 

Max M. Monroe {Divisional Controller, The Inland Mfg. Divi- 
sion, General Motors Corp., Dayton, Ohio) : The factor which 
should determine the adequacy of normal overhead rates in defense 
accounting is that the conditions brought about by the defense pro- 
gram are not normal. They are not only abnormal but they are not 
permanent. They are temporary, nobody knows how temporary. It 
should also be borne in mind that every effort should be made to 
establish costs on a basis that will stand up under attack when the 
program has been completed and when possibly a subsequent admin- 
istration may attempt to discredit what has been done. 

There are two general types of defense work. There is the type 
which may be entirely foreign to the manufacturer’s line of produc- 
tion and which involves the erection of factories and the acquisition 
of machinery and equipment not needed for or appropriate for the 
commercial line. Then there is the other type — ^production which can 
be fitted in with the normal commercial line. In between there is 
the type which may utilize some commercial equipment and also re- 
quire some special equipment. 

The degree to which normal operations are disturbed by defense 
work should determine the method of accounting for them. Where 
the project is a large one of a special type and it is possible to allocate 
all the costs to the project, that should be done, even to setting up 
complete separate organizations including accounting, purchasing, 
material control, personnel, etc. On the other hand, if the defense 
work is of such a nature as to fit in with the regular line of produc- 
tion and does not present any problems that are different from stan- 
dard commercial jobs, the normal method of appl3dng overhead may 
be satisfactory. Wherever possible it appears desirable to segregate 
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defense costs in so far as practical by use of separate burden centers. 

The matter of the allocation of overtime to specific jobs depends on 
circumstances. Usually the job that is run during regular hours 
doesn’t cost any less than the job run at night. It is merely an acci- 
dent o£ scheduling which may result in overtime. 

Chairman James: Thank you, Mr. Monroe. With Mr. Mon- 
roe’s very valuable contribution, we will call the meeting adjourned. 

. . , The meeting adjourned at five o’clock . . . 
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Chairman McCully: Each morning it is increasingly difficult 
for me to open these meetings. It probably is out of place to men- 
tion such matters in a technical session, but the feeling that I have 
this morning is that a very close association and friendship which it 
has been my privilege to have during these ten months is going to be 
interrupted in that unforecastable future which we are entering now. 
I want you people to know that the organizing of these meetings has 
been a tremendous job done by three of the finest men with whom it 
was ever anyone’s privilege to work. 

The two men, members of the Program Committee, whom it has 
been my privilege to present to you and the third member whom it 
is going to be my privilege to present this morning have worked ten 
months in organizing this program. They have worked hard. It has 
been my good fortune to associate with these men by doing a very 
small share of the work in connection with this program. Out of 
that association, I have received a reward that is entirely unearned. 

The man whom I am going to present to you this morning is a 
member and a Past President of the New York Chapter — a man 
whom I am told didn’t know, when he became President, that that 
Chapter was too big to win a Stevenson Trophy ; so he went out and 
did it. This man has had a prominent part in the work of this Asso- 
ciation. He has taken part in many of its technical programs. 

It is with real pleasure that I turn this meeting over to Frank 
Klein, a man who has given freely of his time in organizing this pro- 
gram in a very busy period. Mr. Klein is a newly elected member 
of the National Board of our Association. His business, to which 
he must have given some time when he wasn’t working on this pro- 
gram, is that of Budget Director of the Worthington Pump & Ma- 
chinery Corporation, of Harrison, N. J. Frank, the meeting is yours. 

Chairman Klein : Don’t let Mr. McCully mislead you about the 
amount of work that we fellows did. The real work has been done 
by the speakers. We have a treat in store for us today. I have 
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had a chance to see the paper that is going to be presented this morn- 
ing and I think you will agree with me after you have heard it that 
there has been a tremendous amount of work in compiling that pres- 
entation. 

Recent years have seen the development of many new sources of 
federal and state taxes. Excess profits, social security, gross income, 
occupation and use tax laws are reminders of the ingenuity of our 
legislators in finding new methods for increasing the public revenues. 
With the enactment of each new tax law there is a twofold respon- 
sibility; first, the responsibilit}’' of the tax specialist for determining 
the requirements of the law, and, second, the responsibility of the in- 
dustrial accountant for providing for the accumulation of the informa- 
tion or data to meet the reporting requirements. It is this second aspect 
of the taxation problem with which we are concerned this morning — 
one which is usualh’ neglected in any discussion of new tax enact- 
ments. We are, therefore, going to treat not only with a subject of 
timely importance to every industrial and public accountant, but with 
one on which there has been little concentration of thought in the 
past, at least so far as published literature is concerned. 

Our speaker is eminently qualified to discuss this subject, because 
he has devoted about twenty years to taxation problems. He is a 
C.P.A. of Illinois and New York; he has a B.C.S. degree from 
Southeastern University and is a member of our Association, the 
American Institute of Accountsints, the New York State Society of 
Certified Public Accountants, the Insurance Accountants Association, 
and is President and founder of the Federal Tax Forum. He pre- 
viously served as Associate Editor of Prentice-HaH’s Federal Tax 
Service, and is at present Tax Consultant and Accountant with Bar- 
row, Wade, Guthrie & Company. 

I have great pleasure in introducing Mr. Paul D. Seghers, who will 
address you on ''Industrial Accounting Problems Arising from Cur- 
rent Tax Laws.” 
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INDUSTRIAL ACCOUNTING PROBLEMS ARISING 
FROM CURRENT TAX LAWS 

Paul D. Seghers 

Tax Consultant and Accountant, 

Barrow, Wade, Guthrie & Co., 

New York, N. Y. 

I WANT to express my appreciation of the kind words that have 
been said of me. I am going to pass on to you my thanks and 
appreciation for your attendance here this morning. You are the ones 
for whom we are working and who make the Association and this in- 
terchange of information possible. 

Today, I am going to speak of problems rather than solutions. 
I have been given a very large subject to cover, and I feel that what 
we can do best is to analyze these problems, to study them just as we 
would, either in preparing to pass an examination or in meeting the 
much more severe examination of life; to study the problem and to 
realize what actually is the problem constitutes the first and most im- 
portant step in the solution. 

If this talk deals principally with the analysis of the accounting 
problems arising from current tax laws, and only incidentally offers 
suggestions for the solution of some of these problems, it is hoped, 
nevertheless, that a useful purpose will be served. In the discussion 
period to follow, those who have questions in regard to any specific 
problems, and especially those who are able to make helpful sugges- 
tions regarding means of solving any problems coming within the 
scope of this subject, are urged to give those present the benefit of 
their views and questions. 

During the past quarter of a century, the demands upon the ac- 
countant and upon accounting records arising out of the requirements 
of tax returns of every kind have influenced accounting practice and 
procedure in two principal directions : 

1. Changes in accounting procedure and in methods of presenting 
certain facts in financial statements to conform to tax standards, 
and 

2. Increased detail in accounts, including the preparation and pres- 
ervation by the internal accounting staff* of more and more de- 
tailed analyses of all significant facts recorded upon the books. 
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Four General Objectives 

The impact of current tax laws upon actual accounting procedure 
is reflected in the design and maintenance of records having four 
general objectives in addition to the primary purposes for which fi- 
nancial records are kept. These four objectives will be mentioned in 
the order of their importance, rather than in what might be consid- 
ered their chronological order: 

1. To provide data upon which certain business policies may be 
determined, in view of applicable tax laws. 

2. To supply the necessary information for the preparation of tax 
returns, including the requisite data as to assets located and 
business done within different states, for use (if found advanta- 
geous) in the preparation of state tax returns on a separate ac- 
counting basis rather than by the use of apportionment formulae 
(where not prohibited b}^ state tax law). 

3. To furnish, when and if needed, support for figures shown in 
tax returns already filed, and likewise to make available, for 
possible use in connection with the preparation of returns for 
subsequent years, detailed information concerning operations of 
prior years. 

4. To determine the amount to be deducted from payments to cer- 
tain classes of payees on account of taxes withheld at source. 

Obviously, it would be impossible to enumerate, even under very 
general headings, every type of information for which special pro- 
vision in the accounting records might be needed in connection with 
all the various types of taxes and tax returns, federal and state, 
which a corporation may have to cope with during the course of a 
single year. Likewise, the alluring temptation to speak of the current 
trend of tax laws and their interpretation, their effect upon the public 
economy and the defense program, and the part which accountants, 
both private and public, are called upon to play in administering these 
laws, must be sternly resisted in order to adhere to the assigned topic 
and allotted time. Therefore, this discussion will be confined to the 
principles which are to be kept in mind by the industrial accountant 
in endeavoring to accomplish each of the foregoing objectives, to- 
gether with a consideration of some typical problems under each 
heading. 

The viewpoint and the problems of the internal accountant em- 
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ployed in an industrial corporation will be presented, rather than 
those of the public accountant or tax practitioner. In other words, 
our principal study will relate to the recording of facts rather than 
their presentation and interpretation in the form of financial state- 
ments. Likewise, we will consider the problems in connection with 
such record-keeping arising out of current tax laws, and not technical 
tax problems, rulings and decisions. 

Data for Determining Business Policy 
Tax Accruals 

The important part played by an efficient budget system in formu- 
lating tax policies is immediately apparent. On the other hand, in 
this era of extremely high taxes, the accuracy of the estimates of tax 
accruals may have a very material bearing upon the dependence which 
may be placed upon any operating or financial budget in determining 
business policies. 

It is not sufficient to record upon the books all accruals based upon 
existing tax laws — ^today the failure to reflect, not only in the budget, 
but also in the interim financial statements, the probable tax liability 
under proposed but not yet enacted tax laws such as the pending 
1941 Federal tax legislation, may be misleading to the public and to 
labor, and even to management despite its awareness of the impend- 
ing burden. For instance, quarterly earning statements which have 
been published this year, showing earnings after setting aside tax 
reserves based merely on the 1940 rates, are open to two serious ob- 
jections. Stockholders may be misled into believing that profits for 
this year are going to be higher than will prove to be the case after 
providing for taxes at the new and higher rates which are inevitable. 
Even more serious, the quarterly earnings so computed are likely to 
give labor and the public generally an utterly false impression of the 
amount of profits being realized by industry from defense business or 
arising out of the defense program. If a corporation makes public 
a report showing an increase of 100 per cent or more in net earnings 
compared with the same quarter last year, it is only natural that the 
workers in that plant will feel that they are entitled to a greater 
share of the company's prosperity, and it will be difficult, if not impos- 
sible, to make them realize that these profits are overstated. This 
can be especially serious where some form of profit-sharing plan is 
in force. 
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Question Relating to Tax Accruals 

Of course, the question at once presents itself in this connection — 
at what rates should the anticipated taxes be reflected in the financial 
statements? The only answer is to use estimates, based upon the 
latest and best information available, erring on the side of making a 
conservative provision rather than an inadequate one. 

We are informed by the financial press that many corporations 
which accrued Federal income tax at 24 per cent during the first 
quarter of 1941, are now making provision at 30 per cent plus an 
amount sufficient to make up the difference by the end of the year. 

Another question arises — to what extent should such provision be 
shown as a liability for accrued taxes, and to what extent be covered 
by an addition to a Reserve for Contingencies ? Here there are con- 
flicting considerations, and each case will have to be decided in the 
light of the particular circumstances. It is worthy of note that E. I. 
duPont deNemours & Co., in reporting its March 1941 quarterly earn- 
ings, showed a provision of $17,143,000 for Federal taxes on income, 
based on existing law, and made a further provision for contingencies 
in the amount of $3,500,000. Possibly this latter amount represents 
a provision for increases in tax rates in 1941. 

It is believed that provision should be made currently for all taxes 
based upon current income or receipts, even though the legal accrual 
date may come after the close of the current period during which the 
income or receipts are recorded. For instance, where New York 
State franchise tax at the rate of 6 per cent will be payable with 
respect to income for the calendar year 1941, it would appear pref- 
erable, in the interest of both accuracy and conservatism, to reflect 
this tax as a charge against current operations in 1941, even though 
the liability therefor will not accrue until November 1, 1942. 

Likewise, in computing the liability for both the old and the new 
form of excess profits tax in connection with interim statements, such 
computation should be made by placing the income on an annual basis, 
and not by taking into consideration merely the amowit of income 
already accrued to the date of the statement. Obvious though this 
would appear, it is understood that this principle has not been ob- 
served in all cases. This can be accomplished most conveniently by 
estimating the total effective rate (of both income and excess profits 
taxes) for the year, and applying such rate to the income of the 
period covered by the statement. 
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Provision of Funds to Meet Tax Liabilities 

The advice which has been given by a number of speakers on cur- 
rent tax problems deserves to be repeated here : Adequate provision 
of funds to meet all tax liabilities should be made, in addition to 
book reserves. This policy may prove to be of even greater and 
more vital importance in connection with the co7itingent tax liabilities 
which business must recognize and provide for. These contingent 
tax liabilities are of two kinds : 

1. Those arising from retroactive increases in tax rates, and 

2. Additional tax liabilities which may result in the future from 
changed interpretations or even changed provisions of tax law 
by the time the coiporation's tax returns are examined. 

In view of the seriousness of these liabilities, every effort should 
be made to ascertain or at least estimate their probable amount, and 
to make adequate financial as well as accounting provision for them. 

For instance, a claim for amortization based on the total cost of 
new facilities eventually might be cut down for one reason or an- 
other. A failure to make a provision, both on the books and in 
actual available funds, for the contingent liability on account of the 
tax which might result from such a disallowance, might prove em- 
barrassing if eventually the business is confronted with the claim. 

All tax liabilities must be taken into consideration when formulat- 
ing dividend policies, since a failure to do so could result in financial 
embarrassment. Likewise, in determining the amount of dividend 
payments to be made in order to avoid the risk of being charged 
with an improper accumulation of surplus and the resulting Federal 
corporate surtax under Section 102, I.R.C., it would appear not only 
proper, but essential, to take into consideration all tax liabilities and 
a reasonable allowance for any contingent tax liabilities. 

Reporting Taxes Paid and Accrued 

Following the example of the railroads and other public utilities, 
it is becoming more and more customary to show the total tax burden, 
in addition to and distinct from income and excess profits taxes, as a 
single figure in published statements as well as in the annual report 
of the president to the stockholders. The S.E.C. requires (in Rule 
12-16 of Regulations S-X) that such taxes be shown in the “Supple- 
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mentary Profit and Loss Information,” showing separately each sig- 
nificant item. To be able to make such a segregation of all tax ex- 
penses, rather than to include a portion of such taxes under other 
headings as normally would be done, may necessitate special analyses, 
or in some cases, special provision in the accounts. In fact, it may 
be preferable, for the purpose of comparison, not to make such a 
segregation in the income account itself, but to show in a footnote 
the total of all taxes, other than Federal taxes based on income de- 
ducted in arriving at net earnings. The use of a ‘^clearing account” 
through which all tax charges are passed, will be found convenient 
for accumulating this information. 

Some companies have adopted the plan of including allocations of 
all tax expenses in the departmental expense statements furnished 
foremen and other plant executives, for psychological reasons. The 
theory is that bringing these facts home to labor may prove helpful 
in making the workers conscious of the load of taxes, especially local 
taxes, which must be borne by the company, and which necessarily 
affect the ability of the company to pay their wages. 

It is very important that complete information be available with re- 
spect to the book histor}’ and tax basis of every asset owned, where 
not reflected upon the books at its original cost. For instance, where 
the ledger accounts for land or securities show only a balance carried 
forward from some prior period, it may be necessary to analyze 
records running far back into the past in order to ascertain, first, the 
accounting record of all transactions relating to such property, and, 
second, the effect of all such transactions in determining the statutory 
“adjusted basis” of the asset for tax purposes. This information is 
essential to management for the consideration of any proposed sale 
or other disposition of such assets, as well as in the determination of 
invested capital. 

Other information which it may be desirable to prepare for the 
purpose of determining certain business policies in the light of ap- 
plicable tax laws, will depend upon the type of taxes which bear most 
heavily upon the particular corporation, and the changes in tax law 
currently being considered by the Legislature. The new and in- 
creased Federal excise taxes proposed by the Committee on Ways 
and Means may necessitate extensive studies by the manufacturers 
of many products to determine the probable effect of these taxes upon 
their business policies and operations, and the means to be taken to 
cope with the problems arising out of the increased tax burden. 
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The Tax Diary 

The tax diary is an important record which should be maintained 
as a reminder of the due dates of all tax returns and tax payments 
to be made by the corporation (including any extensions granted), as 
well as a complete and accurate record of all returns filed. Some- 
times, the company's tax records will show almost ever 3 i:hing except 
the date the return was actually filed and, as you know, that even- 
tually may be found to be an important fact. Incidentally, I might 
mention that one way to pro\’ide such a record, especially with respect 
to your Federal returns, is to accompany your letter of transmittal 
witH a carbon copy thereof, requesting that it be stamped and re- 
turned to you as a receipt. You have the whole record on the carbon 
copy when it comes back. The collector will always send it to you 
if requested. 

The expiration of the period of limitation for filing claims for re- 
fund of all new forms of state and local taxes which might be held 
unconstitutional should be noted in the tax diary. In this connection, 
it might be pointed out that in many instances it is essential, if a 
refund of such taxes is to be obtained, that the pa^’ment be made 
under protest. The keeping of such a diary might be considered a 
mere matter of clerical detail, but heavy penalties may result from 
any oversight. Hence, such a diary should be kept with the greatest 
care, and followed up regularly and in ample time. 

A Separate Tax Department 

Having in mind all the important tax matters which require con- 
stant thought and attention (including these minor but essential 
details), it would seem that no industrial organization of any size 
can afford to be without its own separate tax department in addition 
to its regular accounting organization. In the matter of advertising, 
business promotion, experimental and development work, repairs and 
similar expenses which are currently deductible for income tax pur- 
poses, but which are expected to result in increased profits in the 
future, management is fully aware of the fact that the net cost to 
the business of funds so invested may be only thirty cents on the 
dollar, since corporate income in the top bracket may be taxed as 
much as 70 per cent. In other words, it is good business to spend 
money for repairs when Uncle Sam will pay 70 per cent of the cost. 
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There is little doubt that, in the period now before us, money spent 
for an efficient, wide-awake tax department likewise may yield an 
excellent return on the net investment involved. 

A saving in expenses may be lost in large measure through the loss 
of the deduction and consequent increase in income tax, but a saving 
of income tax is net, since we are not yet taxed on our income tax — 
not corporations, at any rate. 

There are few business men today who are not keenly tax con- 
scious — ^but many are still unconscious until it is too late, when it 
comes to considering the tax consequences of contemplated trans- 
actions. By the time they consult the tax doctor, it is time for the 
coroner — ^and the post mortem! The executive head of a tax de- 
partment, closely in touch with the actual operations of the business, 
can render really constructive service, often of great value, by mak- 
ing timely suggestions with respect to the steps to be taken to avoid 
unnecessary tax burdens. The responsibility for such results rests 
upon management, in the first instance, to establish an adequate tax 
department so integrated with the other executive departments as to 
have full knowledge of the problems and contemplated moves of the 
business, and a recognized authority and duty to advise the operating 
executives with respect to methods of tax saving. The time to save 
taxes is before the transaction occurs, not when the return is being 
prepared. 

I suppose everyone of us knows that. I suppose management 
knows it theoretically, but it seems to be the exception rather than 
the rule when management does get tax advice before taking steps, 
or when management does advise its own tax department of con- 
templated steps to determine if there is anything that should be done 
to avoid incurring an unnecessary tax burden. 

Data for the Preparation of Tax Returns 

There is a saying about Government employees that "'some die, 
and a few are promoted, but they never resign.'' A somewhat similar 
situation exists with respect to records kept and information pre- 
pared for tax purposes. Never a year goes by without the need for 
some further information for the purpose of preparing tax returns, 
usually necessitating further accounts or analyses, but did any of 
you ever hear of any being dropped? , . . The answer seems to be 
unanimous. 



PROBLEMS ARISING FROM TAX LAWS 


373 


Where much of the information needed in the preparation of cer- 
tain returns can be obtained onl)- from branch office and plant rec- 
ords, carefully thought-out questionnaires, to be filled out by the 
local accountants, will save much time and correspondence. How- 
ever, many heads of tax departments find it essential to supplement 
the information so obtained by actual examination of the records by 
an experienced tax accountant, where justified by the amount of tax 
involved. 

Current Recording Versus Special Analysis 

To consider first the principles involved in the accumulation of 
data for the preparation of returns : It would seem elementary that 
if the desired information can be obtained more efficiently and more 
economically after the close of the accounting period, by means of 
special analyses prepared for that purpose, this should be done rather 
than to make changes in the regular accounting procedure and rec- 
ords solely for tax purposes. However, before concluding that this 
is the case with respect to a particular type of information, a number 
of factors must be taken into consideration : 

1. Will the figures obtained by means of such a subsequent anal- 
ysis be complete and accurate? 

2. Will there be adequate time to prepare such analyses after the 
close of the accounting period, without harmful results ? (For 
instance, failure to have the information immediately available 
might delay issuance of the annual report or affect its accuracy.) 

3. Would any useful business purpose, in addition to furnishing 
information for the preparation of tax returns, be served by 
changing the accounting procedure or records so as to accumu- 
late the information currently, instead of obtaining it by sub- 
sequent analysis? 

4. If the particular facts are recorded currently in the regular 
accounting records in such maimer as to be readily obtained 
without the need of special analysis, would this serve to avoid 
questions which otherwise might be raised in connection with 
the use of such figures in tax returns? 

The answers to the foregoing and similar questions may indicate 
that it would be more desirable, in the long run, to make changes in 
the accounting procedure and records to obtain certain figures for 
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the purpose of preparing tax returns. However, there are condi- 
tions under which this is not feasible — for instance, where the figures 
needed for tax purposes do not, and can not be made to, correspond 
with those which must be used for the ordinary purposes of the 
business. 

Two Sets of Records Often Necessary 

To illustrate a case of the latter type, let us consider the situation 
of a corporation having buildings and machinery acquired for shares 
of its capital stock, where the cost of the property (the value of the 
securities at date of the exchange) is different from the statutory 
“basis*' for Federal income tax purposes, and the estimated normal 
useful life established by the Treasury Department and acquiesced in 
by the corporation does not correspond with the estimated life which 
the management considers it prudent to use for general accounting 
purposes. Furthermore, the Treasurj^ Department insists that no loss 
is sustained upon the retirement of plant assets, under its “composite 
rate’* theory of depreciation, whereas the management may consider 
that the loss represented by the difference between the cost of the 
asset and the accumulated depreciation with respect thereto (adjusted 
for salvage, if any) should be reflected as a charge against opera- 
tions rather than against the depreciation reserve. 

In such a case as this, it is absolutely necessary to have two sets 
of records of depreciable property — one for general accounting pur- 
poses, and one for Federal income tax purposes. In addition to the 
summary or controlling accounts in the regular books of account 
supported by a plant ledger (whether in book or hand posted or 
punched card form), there may be a second plant ledger reflecting 
tax figures, or merely analyses reflecting the facts on the tax basis. 
However, the analysis method will become increasingly complicated 
as time goes on, if there are numerous transactions to be recorded. 

Problems with Respect to Accounting for Depreciation 

This situation also serves to illustrate another point. After a time 
the management may throw up its hands and decide to keep its ac- 
counts on the tax basis rather than continue the double set of rec- 
ords, especially in a case where the original cost of the assets is the 
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same as the “basis” for tax purposes, and the only difference relates 
to estimated life of assets and the amount of accumulated deprecia- 
tion. Or the management may decide to adopt the individual unit 
method, computing depreciation separately upon each unit (or group 
of similar units) of equipment, as a means of avoiding the conflicts 
arising out of what the Treasury Department considers the composite 
rate method of computing depreciation. Under the unit method, the 
Treasury Department recognizes the deductibility of losses on retire- 
ment, and it is generally easier for the taxpayer to establish a satis- 
factory rate of depreciation for each unit. Whatever method is used 
for computing depreciation, adequate records with respect to all plant 
assets scrapped or abandoned are essential for both business and tax 
purposes. 

An interesting case, in which the Treasury Department was over- 
ruled in its attempt to deprive a taxpayer of a part of its basis for 
depreciation merely because of the taxpayer’s change to the individual 
unit method of computing depreciation, is that of the Washburn 
Wire Co., Memo. E.T.A. decision. Docket No. 98, 953. 

But the taxpayer’s situation today is very much like that of the 
old Army officer in the War Department who complained bitterly at 
the outbreak of the last war, that he had devoted his life to getting 
certain routines established and running smoothly, and now a war 
had to come along and upset it all ! Taxpayers who have about ad- 
justed themselves to the Treasury Department’s depreciation require- 
ments, in one way or another, now are likely to face fresh problems 
in connection with deductions for depreciation and amortization of 
emergency facilities, since the latter deduction may only be taken on 
the basis of a sixty-month life, regardless of the physical life of the 
asset, or its estimated useful life. This is satisfactory enough for 
general accounting purposes, as far as assets having a physical life 
of over five years are concerned, if it be assumed that they will not 
have a longer useful life, but for cost purposes it may be necessary 
to provide for depreciation on the basis of a shorter estimated life 
with respect to certain classes of equipment on which amortization is 
being taken. Many hours could be devoted to the consideration of 
the accounting and tax problems of the industrial accountant which 
already have arisen in connection with accelerated depreciation and 
the amortization of emergency facilities, as was brought out in yester- 
day’s discussions of these subjects. 
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Depletion 

Similar problems constantly arise out of the difference between 
good accounting practice and tax requirements with respect to the 
determination of deductions for depletion of oil and gas wells, mines 
and timber lands. Such differences are particularly striking in cases 
where percentage depletion is claimed. In such cases, of course, there 
is no relation between the deduction reflected in the accounts and that 
taken in the Federal income tax returns, but the relation between 
the cost (or other '‘basis” of the depletable property for Federal in- 
come tax purposes) and the total depletion deductions allowed with 
respect to the property becomes of the greatest importance if the 
property is sold, or even, in the case of a bonus received in connection 
with the granting of an oil or gas lease, when the lease is aban- 
doned or terminates without the production of any gas or oil. (See 
Dolores Crabb et al., v. Commissioner, CCA-5th, 5/5/41, but note 
dissent.) Hence, it is essential in such cases to maintain memoran- 
dum records in which are reflected the figures shown in the tax re- 
turns, in addition to those shown in the regular books of account and 
the statements prepared therefrom. 

Experimental and Development Cost 

The situation is the reverse with respect to experimental and de- 
velopment work in a manufacturing plant; the treatment of such 
expenditures as capital costs or as operating expenses in the books 
of account is likely to be of the greatest importance, if not controlling, 
in determining their status for Federal income tax purposes. This is 
particularly true of those items where it is very difEcult to draw a 
dividing line to separate operating expenses from the cost of de- 
veloping and obtaining patents, or bringing out a new or improved 
product. 

Again, diflPerences are very likely to arise between the treatment 
of certain patent costs and expensejs for accounting purposes and for 
tax purposes. The Treasury Department takes the position that most 
legal expenses incurred in connection with patents are to be consid- 
ered as capital in nature, to be amortized (“depreciated”) over the 
life of the patent. Without going into a discussion of the principles 
involved in determining the correct tax treatment of similar items, it 
suffices to say that management may decide to write off items which 
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are disallowed as deductions by the Treasury Department, giving rise 
to further differences between the books anri tax returns, which must 
be kept account of through cumulative analyses or by the use of 
memorandum accounts. 

The same situation may arise where patents are purchased under 
an agreement whereby the purchaser is obliged to make additional 
pa 3 mients to the seller in any year in which sales of the product man- 
ufactured under such patents exceed a certain figure. Conservative 
accounting would require such payments to be treated as current 
operating charges, since they arise out of current sales, but the 
Treasuiy Department takes the position that they must be capitalized 
in the year in which made, and amortized (“depreciated”) over the 
remaining life of the patent. (Cf. Jordan Creek Placers, 43 B,T.A. 
131.) 

Imentory Valuation 

Another subject on which there could be almost endless discussion 
relates to possible differences between good accounting practice in 
valuing inventories and the method prescribed by the Treasury De- 
partment. However, I want to make one general remark on that 
subject at the outset : Of all the inventory tax cases of which I have 
read, or heard, or had a part, not one, as far as can be recalled, was 
initiated by the Government. By this is meant that in every case 
some claim or other action on the part of the taxpayer (including 
arbitrary or percentage write-downs of values shown by the physical 
inventory) led to the taxpayer's inventory value being questioned by 
the Government. The point is clear — where a taxpayer pursues a 
uniform inventory practice, in good faith, it is very unlikely that its 
inventory values will be questioned by the Government, if the tax* 
payer himself does not raise the question as to its correctness through 
a write-down, the creation of an inventory valuation reserve, or some 
special comment or qualification in the balance sheet or income ac- 
count, drawing attention to some abnormality in the method of valu- 
ing. Here, then, it can be said that accounting practice may give 
rise to a tax problem, rather than the reverse. 

There are few situations in which tax results may correctly be said 
to be dependent upon accounting procedure, although tax results 
often are affected thereby. However, in order to be entitled to 
change to, and remain on, the “last-in, first-out” inventory basis, it is 
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essential for the taxpa3"er to use that method, not only in its books 
and tax returns, but also in its published statements for credit and 
other purposes and in its reports to stockholders, etc. 

While there may be many theoretical differences between good 
accounting practice and the methods approved by the Treasury De- 
partment for arriving at the cost of inventories, it is believed unlikely 
that such questions will arise in practice, so long as the method 
adopted by the taxpayer is followed consistently and in good faith. 

Furthermore, as a taxpayer is given the right to use either the 
“cost” or “cost or market, whichever is lower” method of inventory 
valuation for Federal income tax purposes, regardless of the method 
used in his books and published statements, few accounting problems 
are likely to result on this account. Accordingly, questions of im- 
portance to the industrial cost accountant, such as the treatment of 
overtime pay (in excess of the base rate) in the determination of 
cost, idle-time overhead, and even standard cost variation, usually 
may be considered entirely from the standpoint of good accounting 
and the requirements of management. 

The Accrual of Taxes 

Another familiar problem concerns the difference between the 
time as of which various taxes are to be deducted for Federal in- 
come tax purposes and for cost and general accounting purposes. 
This had been mentioned previously, in connection with the time 
of accrual of New York State franchise taxes, and the same situa- 
tion exists with respect to New York City gross receipts taxes and 
other similar taxes, the liability for which does not come into being 
until some time subsequent to the period in which the operations 
giving rise to the tax occur. It is a relatively simple matter to apply 
the Treasury Department’s rules to the determination of the amount 
to be taken as a deduction in a given tax return on account of any 
specific tax accrual, but where there are a large number of such 
items, a considerable amount of work may be involved in obtaining 
all the necessary information to make the proper adjustments for 
Federal income tax purposes. Here, full details in the tax diary 
with respect to all tax returns, or complete files in the company’s tax 
department with respect to all taxes paid by the company will be of 
great assistance. 
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When the relationship between accrual of taxes, bonuses based 
upon income, and costs, are kept in mind, there can be no failure 
to recognize the importance of making full and adequate provision 
in the accounts for all taxes in the period to Tvliich they relate. 

Analyses made for the purpose of computing accrued taxes to be 
deducted in the Federal income tax return sometimes will disclose 
that certain taxes have not been accrued on the books, thus prevent- 
ing the loss of the deduction which might result if it were not dis- 
covered until too late to reopen the return. 

Reserves 

The treatment of reserves likewise gives rise to many differences 
between accounting practice and Federal income tax procedure. 
Where a true surplus reserve is involved, there should be no conflict 
(the creation of or additions to such a reserve do not constitute de- 
ductions in arriving at income for either tax or general accounting 
purposes). However, there are many reserves which reflect more or 
less definite liabilities, provision for which good accounting practice 
requires to be set up as a charge against operations, although not 
deductible for Federal income tax purposes. Certain “deferred 
credits” or “deferred liabilities” give rise to similar differences in 
treatment. For example, where fees are collected (or charged) in 
advance for certain services (such as maintenance of equipment), 
good accounting would require the amount of such fees to be set up 
as deferred credits, to be carried into income ratably over the term 
covered by the service agreement, as earned. However, the Treasury 
Department has successfully maintained the position that such fees 
are to be taken into income in full when received (or charged). The 
same is generally true of reserves for maintenance, where a contrac- 
tor or seller is responsible for the maintenance of property for a 
certain period of time. The courts have even gone so far as to hold 
that rent received in advance by a taxpayer reporting on the accrual 
basis, constitutes income when received rather than when earned. 
These differences usually are taken into consideration as a matter of 
course in the preparation of the tax returns, but where the amounts 
are considerable and the tax rates are very high, it is likewise im- 
portant to give effect thereto in the computation of the tax liability 
to be shown in budgets and interim statements. 
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Record of Assets and Business by State 

A great deal could be said about the practical importance of main- 
taining adequate records for establishing the amount of assets located 
in and business done within those states which permit the use of 
such data, in lieu of the prescribed statutory formulae, in arriving at 
the amount of state taxes imposed upon corporations doing business 
in more than one state. As far as can be determined, the taxing 
authorities of Pennsylvania and Vermont are the only ones who 
refuse to allow the use of actual data (“separate accounting*') and 
insist upon the use of the statutory formulae in all cases. 

The use of such actual data in lieu of apportionment often will 
result in worth-while savings in state franchise and income taxes, 
although not always. However, it clearly would be beyond the scope 
of this discussion to go into all the particulars of the various state 
taxing systems which must be considered in setting up the records for 
assembling such data. 

In some states, such as Wisconsin, Michigan and Maryland, local 
taxing authorities require that information as to the book value of 
taxable personal property for the entire state by location, be fur- 
nished where the “true cost” or “actual value” is allowed to be used 
for personal property tax purposes. Where such information is 
required, it will be found helpful to arrange the accounts in such 
manner as to reflect this information. 

Data as to Prior Years 

The possibility that detailed information or supporting data with 
respect to prior years may be required in connection with the prepa- 
ration of future tax returns, as well as in the examination of tax 
returns for prior years, makes it very important currently to record 
all such data in such form, and to file important records and support- 
ing data in such a way, as to be readily available and clearly under- 
standable when required, even though it be years afterwards. 

The importance of old records is evident in connection with the 
present form of excess profits tax, even where the average income 
method is used, and may be even greater next year if the determina- 
tion of invested capital becomes essential. 

Unless the possible future use of accounting records be kept in 
mind, it very likely will be found, when information is sought, that 
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the explanations of entries which appeared perfectly clear when 
made, are not as obvious as had been believed, and that supporting 
data, which once could have been produced quite readily, can be 
located only with a great deal of expense and difficulty, or not at all. 

The need for preparedness in this regard is quite widely recog- 
nized, but it still may be of service to some to offer these words of 
caution. It also is important, not only to preserve summaries and 
analyses prepared from the books, but also to file them in such a way 
that they can be located with the least difficulty, as they often will 
be the means of saving a great deal of time that otherwise would be 
lost in reconstructing the figures. In addition, it is not enough to 
have a good filing system for such tax data; it is highly desirable 
to arrange and review all papers relating to each year's principal 
returns in advance of their examination by the taxing authorities. 
Experience has shown that grounds for deductions to be claimed, 
etc., are discovered surprisingly often in this way. 

Use of a Private Ledger 

Because of the frequent necessity of furnishing complete informa- 
tion in regard to operations of past years, it has become a common 
practice to open new general ledger accounts each year, so that the 
accounts for each year form a complete volume in themselves, with- 
out the necessity of referring from transfer binders to the current 
ledger. On the other hand, a properly designed and maintained 
private ledger may be used to keep within the compass of a reasona- 
bly small space all the important accounts of a corporation for a 
period of many years. Experience has shown the advantages of 
such a method, combined with properly explained and supported 
journal entries covering all important transactions. 

Without going further into detail, it might be mentioned, as an 
indication of the method of operating such a private ledger, that 
the total annual additions to each important property account are 
transferred to the private ledger from the general ledger in one 
lump sum in closing the books each year, and other accounts are 
similarly transferred annually, recording currently in the private 
ledger only unusual and important items, such as the original issue 
or retirement of stock or bonds, etc. Such a method has many busi- 
ness advantages aside from use in connection with tax matters, but 
it will be found particularly helpful for the latter purpose. 
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The new provisions of the Excess Profits Tax Act relative to ab- 
normalities in income and deductions require the comparison of 
nearly ever}^ operating account with the average for the preceding 
four years, necessitating detailed analyses of such accounts for the 
years 1932 to 1939, inclusive, in addition to the current year. 

Likewise, historical data on costs and operating profits have the 
greatest importance today in negotiating any defense contract or 
sub-contract, as well as in establishing the right to a certificate of 
non-reimbursement when one is required in order to obtain a deduc- 
tion for amortization of defense facilities. 

Tax Withholding Records 

Records for determining the amount to be deducted, on account of 
taxes withheld at source, from payments to various classes of payees, 
are constantly assuming greater importance. The most numerous 
class of such payees, involving the greatest number of entries, con- 
sists of employees, with respect to some or all of the payments to 
whom it is necessary to withhold : 

1. Federal old age benefit taxes. 

2. State income taxes (with respect to non-residents employed in 
states Iev}dng such taxes). 

3. Federal income taxes (now only with respect to non-resident 
alien employees, but soon, perhaps, with respect to all em- 
ployees). 

Because of the necessity of determining the amount of federal 
and state social security tax payments to be made by the employer 
with respect to each employee, it is logical and customary to com- 
bine the record of these payments with the foregoing. Such records 
likewise serve the purpose of payroll records, from which may be 
prepared the related returns and the information slips which the 
Social Security Act requires to be furnished to employees. The 
accounting problems in this connection are numerous, but more 
properly come within the scope of a talk on social security taxes — for 
example, whether such taxes paid by the employer should be con- 
sidered as a part of wages and salaries and charged to the same 
account, or should be charged separately to an appropriate tax ex- 
pense account. There are practical and theoretical objections to either 
method of treatment. 
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Withholding on account of taxes likewise is required with respect 
to many other classes of payments, such as interest, dividends, royal- 
ties, rents, commissions, etc., for both federal and state income tax 
purposes, and it behooves management to keep fully and currently 
informed and to maintain adequate records with respect to these 
requirements, as the payor is held responsible for the result of any 
oversight or neglect in withholding and paying over to the taxing 
authorities the proper amount of tax. 

Conchtsion 

A few of the industrial accounting problems arising from current 
tax laws have been touched upon; many more have remained un- 
mentioned though not overlooked. It is hoped that some of the 
suggestions made will prove of value. None are intended as instruc- 
tions in accounting methods, but merely as hints which may prove 
helpful in certain circumstances. Above all, however, it is hoped that 
what has been said will serve to arouse thought and discussion on 
the important subject of what the accountant needs to do in order 
best to cope with the problems arising out of our present and 
anticipated tax laws. 

We must confront the fact that henceforth it is not enough to deal 
with tax laws as they are — ^we must take into consideration the pros- 
pective taxes which are likely to overtake us soon and to affect all 
of us radically, not only as accountants and business executives, but 
as individuals as well. Tremendously heavy taxes stare us in the 
face — I don’t believe there are many French, or Belgian or Dutch 
business men alive today who do not wish they had been taxed more, 
and sooner! Our task has to do with determining and sustaining 
our fair share of this burden — ^not avoiding it. 

Chairman Klein : I think Mr, Seghers has opened up, for some 
of us at least, a much neglected field. A good many organizations 
devote considerable time to cost controls which, under the present 
high rates of taxation, as Mr. Seghers brought out, simply means a 
saving of thirty or forty cents on each dollar of reduction in costs. 
On the other hand, in the field of taxation, you save one hundred 
cents on the dollar, and certainly there is a lot of room in most 
organizations for some real ground work by the industrial accountants 
in furnishing the data that is so essential for the tax experts in the 
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preparation of returns. Gentlemen, the meeting is now open for 
discussion. 

Alfred G. Block {Secretary & Treasurer, Barnes Drill Co., 
Rockford, III) : With reference to receipts for tax returns, we have 
followed the practice of sending our tax return by registered mail 
and getting a registered receipt. I think that is better than a letter, 
because that gives us the actual date the return was received by the 
Bureau of Internal Revenue. 

Mr. Seghers : There is something to be said for it. However, 
you still would have to supply some form of evidence of what was 
inside of that envelope, whereas if you use a letter which recites the 
nature of the return, etc., you have on one piece of paper all your 
evidence, with the date stamped thereon. I can see the advantages 
of your method, but I also see the advantage of the use of a copy of 
the letter of transmittal, which could be sent by registered mail as 
well. I believe a great many taxpayers do that. I think the trans- 
mittal letter coming back with a stamp does prove helpful. 

I wonder if there is anyone here who would like to say anything 
on the subject of the New York State franchise tax and the time 
for accrual. There are at least three ways that I am familiar with, 
and I understand there are five ways, in which the New York State 
franchise taxes are accrued on the books for general accounting pur- 
poses. This matter seems important, and I personally can see only 
one way that is correct for accounting purposes ; but, like everything 
else, a man who sees only one side is perhaps mistaken. Perhaps 
there are other views. My feeling is that the period in which the 
income is earned should bear the 6 per cent income charge, regardless 
of when the legal accrual takes place. Others go on the theory that 
since the liability doesn’t accrue until 1942, we will say, with respect 
to 1941 franchise tax based on 1941 income, it should be entered as a 
1942 charge. 

A question came up yesterday in the amortization session that is 
appropriate here, namely, where those who are taking amortization 
intend to charge it in their accounts. Should amortization be charged 
currently as part of cost in the same manner as normal depreciation, 
either at the normal rate or at an accelerated rate ; and should the 
difference between that and the amortization deduction, if reflected 
on the books, be charged against general expense? Or should those 
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who are taking amortization not reflect it on their books, but continue 
to take depreciation on their books and amortization on the tax re- 
turns, indicating the difference in the reconciliation schedule of the 
return? Is there anyone here who has that problem to discuss? 

Emory A. Austin {General Auditor^ Hammermill Paper Co., 
Brie, Pa,) ; I would like to raise a question on the reconciliation of 
the tax records with the accounting records when punch cards are in- 
volved. I would like to have somebody speak on that point. It 
seems to me that that is quite a practical matter and can be done. 
We are at a point now of attempting to do that very thing. I would 
like to have somebody either agree that it is possible or challenge 
my statement. 

Mr. Seghers ; Is there anyone here who would care to say some- 
thing about the practical aspects of keeping the plant records on 
punch cards? Is there someone here who has such a system? 

Chairman Klein : I regret that our time is so limited that we 
will now have to terminate our discussion. I suggest we give our 
speaker, Mr. Seghers, a rising vote of thanks. 

. . . The meeting adjourned at twelve o’clock noon , . . 
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Chairman Klein : We are going to try something a little differ- 
ent this afternoon. We are going to have a regular technical presen- 
tation by each of our three speakers in the usual formal way. That 
will be recorded in the Year Book^ as usual. After that is over, our 
three speakers are going to engage in an informal panel discussion 
with you. No part of that informal discussion will be reported. 
You will not be required to give your name or your business connec- 
tion, so that you can feel free to let your hair down and talk as 
freely as you want on the subject. 

The subject of inventory control, which has received much publi- 
city in recent years, is so broad that there is little wonder so many 
divergent views regarding its effective control have been expressed. 
In fact, some of these opinions really have not been divergent at all, 
but have dealt with separate phases of inventory control and the 
individuals properly responsible for them. Our conference this 
afternoon will attempt not only to delineate some of these functional 
responsibilities but also to promote discussion on those aspects of 
control on which there may be a difference of opinion. 

Our subject might more properly have been titled “Responsibility 
for Inventories by the Public Accountant, the Industrial Accountant 
and the Credit Grantor, because we are privileged to have participate 
with us this afternoon a leading representative of each of these three 
fields of activity. 

The first speaker, who will present the public accountant’s view- 
point, is a Certified Public Accountant of New York and several other 
states. He has served for several years as a Director of the New 
York State Society of Certified Public Accountants and is the Treas- 
urer of the American Institute of Accountants, a member of the 
Institute’s Executive Committee and Chairman of the Committee on 
Auditing Procedure. He is a Partner in the firm of Peat, Marwick, 
Mitchell & Co., with which he has been associated for twenty-five years. 

It is a great pleasure to introduce to you, Mr. Samuel J. Broad. 
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RESPONSIBILITY OF THE PUBLIC ACCOUNTANT 
FOR INVENTORIES 

Samuel J. Broad 

Partner, Peat, Marwick, Mitchell & Co., 

New York, N. Y. 

T he responsibility of the public and industrial accountant for 
inventories is a subject related to the broader question fre- 
quently asked in recent years, ‘‘Whose balance sheet is it ?” Though 
loosely worded, this query arises from an attempt to determine 
whether the responsibility for the representations contained in the 
balance sheet are those of the company involved or of the public 
accountant whose report is appended to it. 

You may expect me, as a public accountant, to suggest that the 
responsibility is that of the issuing company rather than of the 
auditor, but the answer is not quite as simple as that. Both have 
their responsibilities, though different responsibilities, and I think 
the nature of the difference can be explored by considering the subject 
of inventories. 

The Accounting Function 

Accounting performs a dual purpose. It serves as a tool for de- 
termining management policies and also provides a historical record 
of transactions. Periodically, management is called upon to make a 
financial accounting for its stewardship of other people's money and 
to furnish statements which are a fair presentation of the position 
attained and the earnings or progress made. In an industrial enter- 
prise the inventory is a vitally important element in the presentation 
of such an accounting. When we consider that in addition to its 
place on the balance sheet the inventory is one of the largest items 
affecting the profit and loss account and the determination of the 
results for a period, and apart from depreciation probably the most 
difficult to measure, no emphasis is needed to stress its overwhelming 
importance. 

For the purpose of presenting a coherent and unified picture of 
the financial side of the business, management must necessarily rely 
upon its accounting staff supplemented by the assistance and advice 
of public accountants. Primarily, the function of accountancy is to 
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co-ordinate the work done by other people. It gathers together and 
reports upon the data they furnish; its task is to reflect the results 
of their efforts in a single picture which is a fair reflection of actual 
conditions as they exist and of actual transactions as they have been 
consummated. It should stress the important elements, and here the 
inventory is in the foreground. 

Public Accountant’s Opinion Based on Evidence 

I am asked to deal with the subject of our discussion primarily 
from the standpoint of the responsibility of the public accountant. 
The public accountant is called upon to express his opinion as to 
whether the position and results of operations are fairly presented, 
and his opinion must be based upon an adequate examination. His 
opinion is predicated upon the evidence which he has seen during 
the course of his examination. And if the evidence furnished to him 
or available to him is of sufficient strength to satisfy a person reasona- 
bly skilled in measuring it, a person who also has certain standards 
as to the strength of the evidence which he must require, he is 
entitled to, and does express, an afSrmative opinion. 

The responsibility of the public accountant thus relates primarily 
to the work he should do or the evidence he should have before him 
to warrant his opinion. During the past year or two, as you know, 
standards of auditing procedure have been established with regard to 
inventories which increase the strength of the evidence necessary 
to permit an unqualified report. The task of defining practicable 
procedures which would provide substantially increased safeguards 
at a reasonable cost, particularly in so far as inventories are concerned, 
was a major problem facing the profession. It was necessary that 
the cost of the added protection should not approach any reasonable 
probability of loss which might be expected to result from its ab- 
sence. At the same time the added procedures had to be practicable 
and workable because only grief and disillusionment could result 
from attempting the impossible and encouraging a false sense of 
security. 

Books and Physical Inventory as Evidence 


The evidence available to the public accountant with regard to in- 
ventories is two-fold — ^the data contained in the books and controlling 
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accounts, and the physical inventory itself. The necessity for in- 
ventory book records and inventory control in the accounts is obvious, 
and little time need be spent in discussing them. Looking back 
through the years to my early days, I can recall wondering why so 
much effort was given over to controlling cash and bank accounts, 
while the control of the larger and relatively more important item 
of inventory was often largely disregarded except for the existence 
of physical safeguards. The onty conclusion I could reach was that 
it was because cash was more vulnerable, more easily moved and 
more easily concealed. 

Today, however, that situation has been largely corrected, chiefly, 
I believe, as a result of efforts of organizations such as your own 
and of public accountants. The only point I would like to emphasize 
on this phase of the subject is to call attention to the increasing 
recognition being given to the necessity of adequate internal check 
and control. One of the principles of internal check and control is 
that it is good organization, where possible, to have an automatic 
cross-check upon every part of the accounting function. For ex- 
ample, an employee responsible for the physical stock in a department 
should not keep the records controlling that stock or determine the 
amounts to be credited to his stock account. The necessity for such 
safeguards, or such strengthening of the chain of evidence is, I think, 
recognized today. If there is a weakness in this direction it will 
probably be necessary for the public accountant to supplement his 
examination in order to obtain stronger evidence elsewhere. 

Evidence as to Physical Existence of Inventory 

Passing on to the evidence supporting the physical existence of the 
inventory, it is here that the examination required of the public 
accountant has been extended. In former years his procedures in- 
cluded inquiries or a review of the inventory instructions to ascertain 
in what manner the inventory was taken, an inspection of the sheets 
to see that those who performed the various operations evidenced 
the fact by initialing or signing the inventory sheets or tags, and a 
test-check of the final inventory sheets with original tags or listings. 
Except for such matters, however, the public accountant in the usual 
examination did not deal to any substantial extent with the various 
steps in determining quantities and description which bridge the gap 
between the inventory instructions at the one end and the completed 
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inventory at the other. The interv^ening operations not covered were : 
first, the actual counting, weighing or measuring of the merchandise 
and listing it, and second, the control exercised over the quantities 
so listed during the subsequent process of pricing, extending and 
summarizing the inventories. 

Although the most important part of the public accountant’s work 
on inventories still relates to the book accounts, it has been supple- 
mented so that it is now a recognized standard of auditing procedure 
that he should, wherever practicable and reasonable, have some actual 
physical contact with the inventory in cases in which it is a material 
factor. The manner in which he does this must be compatible with 
his function as an auditor and its extent must be justified on the 
grounds of cost and practicability. Detailed technical knowledge of 
the product is not necessarily essential. What is required is some 
knowledge of the methods of operation and of skill in passing upon 
procedures suitable for adoption, and these must be part of the public 
accountant’s equipment. 

Evidence That Inventory Instructions Are Followed 

The public accountant’s object is to see in the first place that the 
inventory instructions, if carried out, are such as to give reasonable 
assurance of a careful inventory, that the plan and extent of in- 
ventory-taking is adequate, and that a reasonable degree of internal 
check and control is provided. His attendance at the inventory- 
taking is for the purpose of seeing that the instructions are carried 
out, that the plans materialize. In satisfying himself as to the latter, 
he is justified in giving due weight to the internal check and control 
exercised, if this is adequate. For example, if the organization is 
such that it can be arranged for employees familiar with the mer- 
chandise to prepare the initial listing and later for a second group 
of employees, independent of the first and also independent of the 
particular departments involved, to check the initial list, and if the 
auditor sees that that is done, he is entitled to attach a greater degree 
of credibility to the resulting inventory than if no such double and 
independent check is made. When the auditor examines vouchers, 
he looks for the proper approvals and those, in part, are his assurance 
that more than one person was involved in the transaction and that 
the system of internal check and control with regard to disburse- 
ments is functioning and may be relied upon. Similarly, by being 
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present at the taking of the inventory, he can take steps to assure 
himself that the system of internal check and control as applied to 
the taking of the inventory is also functioning. This, as an auditor, 
he is qualified to do, and his observations and inquiries, or test-check- 
ing, should be sufficient to satisfy him whether a careful inventory 
has been taken. 

Observation and Inquiry 

Some indication of what is meant by observation and inquiry would 
seem desirable. As in other steps of audit procedure, the care of a 
reasonably prudent man must be exercised. It is not sufficient merely 
to be present and rely upon the moral effect of the auditor's presence 
to assure careful work. The auditor should have his eyes open and 
his ears open. His observations may lead him to question whether 
certain groups of merchandise are moving ; for example, a pile may 
be covered with dust or it may be located in an inaccessible place. 
Observation of those calling and listing the inventory can readily 
lead to a conclusion as to whether they are performing their duties 
carefully and conscientiously. Inquiries and informal conversations 
with foremen and subordinates may be expected to be quite helpful 
in disclosing matters of interest. Undoubtedly the auditor will make 
occasional checks of quantities recorded, and he may well increase 
the moral effect of his presence by making notations of items listed 
to be checked later against the final inventories. 

There is little purpose, however, in carrying the work through to 
this point unless the auditor goes one step further and closes up the 
remainder of the gap. Little is gained by having a careful inventory 
taken if the quantities recorded may subsequently be altered before 
the final inventory total is recorded in the accounts. 

What safeguards may be practicable will be determined by the cir- 
cumstances of a particular situation. In some cases the auditor may 
be able to arrange to retain duplicate copies of the original inventory 
sheets or tags. In others, he may be able to obtain an over-all total 
of the items where the commodities are similar in nature ; or he may 
be able to make an immediate check with stock records which are 
controlled in the general accounts. I do not believe that it is the 
auditor’s duty to personally exercise the control over the inventory 
or the inventory sheets during this period (as he would in the case 
of securities or cash which he himself was inspecting) , but rather it 
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is part of his task to satisfy himself whether or not the proper control 
is exercised within the organization, by adequate means of internal 
check and control during the intervening period. For example, it 
would seem undesirable for the inventor}" sheets to be left in the 
hands of the foreman or stockkeeper or anyone who was subject to 
check and might have an interest in changing the quantities. 

Physical Inventory as a Check on Perpetual Inventory 

In most examinations one of two basic situations will be encoun- 
tered. In comparatively simple cases complete reliance is frequently 
placed upon a physical inventory taken at the end of the year and 
there may be no formal stock records or inventory controlling ac- 
counts. In the majority of the more important cases the inventory 
is controlled by perpetual inventory or stock records and in such 
cases the main purpose of a physical inventory is to support the ac- 
curacy and credibility of these records and, if necessary, to adjust 
them. Obviously, where the latter condition exists, there is a 
greater degree of internal check and control because, if the inven- 
tory procedure is well planned and organized, employees who keep 
the records will not determine the inventory, but each group will act 
as a check on the other. The physical inventory independently sup- 
ports and adds credibility to the perpetual records and indicates to 
what extent reliance may be placed upon them. The auditor ap- 
proaches the situation from both directions. If, as a result of his 
work, he reaches the conclusions, first, that the inventory records 
are adequate, second, that the inventory itself has been carefully 
taken, and, third, that the two are in substantial agreement though 
independently arrived at, the weight of evidence is very strong and 
justifies him in expressing an affirmative opinion. 

Reviewing Principles and Judgment in Pricing 

I have directed these remarks primarily to the evidence supporting 
the inventory quantities and the book records controlling them and, 
as you will have observed, I have placed the principal stress upon 
the methods used in determining the two sides of the equation. 
Direct knowledge of all the details of business is impossible in any 
but the simplest organization. When all the evidence which supports 
the physical existence and ownership of the inventory is gathered, 



396 


SESSION VI 


there still remains the important question of the amount at which it 
should be stated or valued. Elements of principle and judgment 
enter into this question particularly. Errors at this stage of the work 
are usually much more far-reaching in their effect than routine 
errors in counting or measuring the stock or in the clerical part of 
the work. Probably the most important part of the independent 
public accountant's function is to make an independent review and 
check of the principles adopted in pricing the inventory and of the 
decisions on matters of judgment which must be made in the process. 
For example, in determining the profit for a period, the amount of 
the inventory to be used in determining the cost of sales should not 
exceed the cost of the particular goods ; otherwise the cost of sales 
will be understated and the profits overstated. Thus, it is not suffi- 
cient merely to ascertain whether the goods are worth the amount 
at which they are carried, but it is necessary further to make sure 
that they are not included at more than cost. On the other hand, 
if there have been shrinkages, either due to decline in cost of re- 
placement or due to factors of obsolescence or deterioration, which 
have had or will have an adverse effect upon the operations of the 
company, it is necessar}* to see that adequate consideration is given 
to them. 

Summary 

Perhaps the relative roles of the industrial and the public account- 
ant in connection with inventories could be summarized by saying 
that it is the function of the industrial accountant to see that there 
is satisfactory evidence supporting the inventories, both in the con- 
trolling accounts and in the methods adopted in taking and pricing 
the physical inventory ; and that it is the function of the independent 
accountant to review the evidence and form his conclusions. Thus, 
it is desirable that there should be consultation between the two to 
reach an agreement as to what evidence should be considered satis- 
factory and to what extent it is practicable to furnish it. 

The work of the independent accountant and the industrial ac- 
countant mesh in together. Like well-oiled machinery there should 
be no clashing of gears, no friction, and as little overlapping as 
possible. Perhaps the work of one is primarily constructive and 
that of the otjier primarily analytical and critical ; perhaps one pro- 
vides the evidence and the other examines it; perhaps one starts in 
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where the other leaves off. But together they perform a function 
of increasing importance to modem enterprise. 

Chairman Klein : With each additional paper that is presented 
at this conference, I am more convinced than ever that we are ex- 
tremely fortunate in belonging to an organization of this kind that 
can bring together such skilled, highly trained executives to devote 
so much time to the preparation of papers in this co-operative effort. 

Our second speaker, who will present the industrial accountant’s 
viewpoint, has had many years of practical experience in that field. 
He served as apprentice and cost clerk in the Henry Vogt Machine 
Company of Louisville and installed a cost system for the Vogt 
Brothers Manufacturing Company. He was Cost Accountant for 
the Eaton Axle Company and since 1928 has served as Assistant 
Treasurer of the Eaton Manufacturing Company, in which capacity 
he supervises the accounting, auditing, costing, budgetary control and 
allied activities of his company. He has been a member of N.A.C.A. 
since 1920, is a charter member of the Qeveland Chapter, and has 
served that Chapter as President for two consecutive years, in addi- 
tion to having served as a National Director for six years. 

I am very glad to present to you, Mr. Logan Monroe. 


RESPONSIBILITY OF THE INDUSTRIAL 
ACCOUNTANT FOR INVENTORIES 

Logan Monroe 

Assistant Treasurer, Eaton Manufacturing Co., 

Qeveland, Ohio 

W HEN I was invited by Frank Klein to present a paper on the 
“Responsibility of the Industrial Accountant for Inventories,” 
limiting its length to twenty minutes as a maximum, I told him that 
twenty minutes was too long a time if the subject were condensed 
‘ to the ultimate, and twenty hours was too short a time if the subject 
were fully covered. For that reason, what follows will be only an 
outline or summary of the more important duties and responsibilities 
pf the industrial accountant with respect to inventories, For the pur- 
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pose o£ this paper the term industrial accountant will include the 
treasurer, controller, cost accountant and their respective staffs. 

It seems to me that the industrial accountant’s responsibility for 
inventories logically divides itself into two main divisions, and I list 
them in what I consider their relative importance — 

First : Responsibility for inventory control. 

Second : Responsibility for the proper expression of inventories in 
the accounting records. 

Responsibility for Inventory Control 

There is some difference of opinion as to the degree of responsibil- 
ity that the industrial accountant should have for the control of 
inventories ; however, I believe he should not only accept but demand 
a large and ever-increasing share of this responsibility. I am of the 
school that thinks the industrial accountant should not only record 
history but should help make it. A good definition of inventory 
control is — ^the provision of the required quantity and quality of 
material at the required time and place with the minimum investment 
possible. I think that last phrase — ^'with the minimum investment 
possible’^ — places the industrial accountant right in the middle of the 
picture, especially when you consider that to the original investment 
must be added all the costs of carrying the inventories, which costs 
include interest, property taxes, insurance, space charges, handling 
costs, theft, deterioration, and last but far from least, obsolescence. 
These costs will total annually from 10 per cent to 25 per cent of the 
original cost of the inventory, depending upon the industry concerned. 

The provision of the required quantity and quality at the required 
time and place is usually the responsibility of the operating heads, but 
there too the industrial accountant should be well qualified to make 
himself heard. 

Essentials of Inventory Control 

There is no royal road to good inventory control ; it can’t be laid 
out from a blue print. It is dynamic and it is different in each com- 
pany and in each industry, but there are certain effective elements 
and devices that appear in almost every good inventory control plan. 
It should start with a budget, forecast and plan. Call it what you 
will; as my good friend, Charlie Reitell, has often said, you must 
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have a target to shoot at. There should be standardization and 
simplification of material and products. Procurement and purchas- 
ing should be co-ordinated and controlled. There should be sufficient 
but simple internal checks and controls such as receiving records, 
requisitions, transfers, perpetual inventory records, scrap reports and 
shipping tickets, plus proper controlling accounts to prove the accu- 
racy of all these records. 

Probably more important than all these is the human element, the 
personnel that makes it work. Are they intelligent, interested, ag- 
gressive and imaginative ? For in the last analysis inventory control 
like most things rests upon knowledge — ^knowledge of the past, 
knowledge of the present, and the imagination to convert that knowl- 
edge into facts of the future. 

The industrial accountant should have a prominent share in the 
responsibility for all of these things, and the good accountant will 
usually be found dominating the picture, as he should. 

I should like to go back for just a moment to re-emphasize the 
importance of the purchasing policy in any inventory control plan. 
We are again in a time of advancing prices, scarcity of materials, 
and the ever-resultant increasing inventories. This is the time when 
careful purchasing budgets are thrown out the window and a flood 
of material brought in. This is the time when all inventory controls 
will be tested and many will be found wanting. Purchasing is the 
most strategic point in inventory control, for once material has been 
purchased it is yours, and regardless of all the elaborate schemes of 
internal control that might be devised, it is still yours until it is 
fabricated and sold for whatever the market will pay. 

So much for inventory control. 

Responsibility for the Physical Inventory 

The second major responsibility of the industrial accountant is the 
proper reflection of inventories in the accounting statements. I do 
not think there is any doubt about whose responsibility this is. The 
Securities and Exchange Commission has stated that “The funda- 
mental and primary responsibility for the accuracy of information 
filed with the Commission and disseminated among investors rests 
upon management. Management does not discharge its obligation in 
this respect by the employment of independent public accountants, 
however reputable. Accountants" certificates are required not as a 
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substitute for management’s accounting of its stewardship, but as a 
check upon that accounting.” 

This responsibility naturally divides itself into two parts: first, 
the physical inventory; second, the valuation of the physical in- 
ventory. 

The physical inventoiy^ is the continuous or periodic physical 
measurement of material owned. In a way, this is part of inventory 
control, but it is more a part of inventory accounting because the 
primary reason for it is a check on the records and the proper re- 
flection of inventory values in the accounting statements. For that 
reason I believe the general supervision of the physical inventory 
should be the responsibility of the industrial accountant rather than 
that of the production or operating head of the business. 

If perpetual inventory records are maintained, a continuous check 
can be made throughout the year, eliminating the necessity of a com- 
plete physical inventory at one time. If this procedure is followed, 
every item should be checked at least once each year, and several 
times is better. As a rule, however, such records are inadequate for 
in-process inventories. Although great progress has been made in the 
last twenty years in the use of perpetual inventory records, it is still 
customary for the great majority of concerns to take a complete 
physical inventory at or near the end of the fiscal year. 

Requisites for Good Physical Inventory 

The prime requisites for a good physical inventory are proper 
preparation and the right personnel. Written instructions should 
be compiled well in advance of the inventory itself and should out- 
line the date, personnel, their duties, and the complete procedure to 
be followed. Particular attention should be devoted to the follow- 
ing items due to their more or less complicated nature : 

1. Materials owned outside the plant. 

2. Materials inside the plant belonging to others. 

3. Materials invoiced by vendors — ^not yet received. 

4. Materials received from vendors — ^not yet invoiced. 

5. Materials shipped to customers — ^not yet invoiced. 

6. Materials invoiced to customers — ^not yet shipped. 

7. Materials to be salvaged or scrapped. 

8. Supplies and perishable tools. 

9. Slow-moving and obsolete inventory. 
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After the inventory instructions have been properly drawn and the 
personnel has correctly followed these instructions, the industrial 
accountant will have discharged his responsibility up to the point of 
providing the correct quantities and quality. 

Responsibility for Inventory Valuation Secondary 

The final, and to me the least important responsibility of the in- 
dustrial accountant with respect to inventory is its valuation. In this 
respect I am an iconoclast, and in the discussion period I shall proba- 
bly suffer the usual fate of such individuals. After observing for 
many years the forensic efforts of the proponents and protagonists 
of the many methods of inventory valuation, I am reminded of the 
six blind men and the elephant — ^resolve all of their opinions and you 
still have the elephant. Inventory valuation is primarily to establish 
profit or loss, and over a period of years the various methods of 
valuation will result in approximately equal totals. 

I have no brief for any particular method. First-in, first-out; 
last-in, first-out ; base stock ; cost or market ; average cost ; or any 
other method — ^they all have their advantages and each can be best 
applied under certain conditions. However, it is not only desirable 
but it is required by the Bureau of Internal Revenue that the method 
of valuation be consistent from year to year. 

On the other hand, I do not want to minimize the importance 
of the method of inventory valuation. There is no question of its 
importance, but I am only expressing the opinion that the responsi- 
bility of the industrial accountant in respect of valuation is of second- 
ary importance as compared to his other inventory responsibilities. 
The industrial accountant is a part of management, and management’s 
primary function is to earn a profit. As I said previously, an in- 
dustrial accountant not only records history but he should help make 
it, which is just another way of saying that he should help make a 
profit. I contend that he can help make far more profits by con- 
trolling the inventory than he can by pricing it. 

Responsibility for Applying VaJmfion Formula 

However, in spite of these somewhat agnostic remarks, the in- 
dustrial accountant still has a responsibility for the correct valuation 
of the inventory. In my opinion the method adopted should be 
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agreed upon between the management (including the industrial ac- 
countant) and the public accountant, with the opinion of the public 
accountant predominating. After the method of valuation has been 
decided it is the responsibility of the industrial accountant to value 
good inventories in accordance with this plan. It should be unneces- 
sary to emphasize the importance of clerical accuracy. 

Slow-moving and obsolete inventories present an additional prob- 
lem. Such inventories may be valued in various ways, most of which 
in the final analysis will be the result of an arbitrary or agreed basis 
among the operating head, the public accountant and the industrial 
accountant, but in this case, due to his familiarity with operations, 
inventory movements, and his accounting training, the industrial 
accountant’s opinion should predominate. 

Inventories present a constant problem and challenge to account- 
ants, both public and industrial. They provide a perennial subject 
for our conventions and, if our past sessions can be taken as a crite- 
rion, the brevity of my remarks will be amply compensated by the 
discussion afterward. 

Chairman Klein : Thank you very much, Mr. Monroe ! 

You will notice that each of these gentlemen is shooting straight 
from the shoulder. They are all men on the firing line and they are 
making fine, direct and practical presentations. - 

The third speaker this afternoon is a graduate of the University 
of Wisconsin, where he majored in finance, accounting and law. He 
has secured a wide experience in the fields of factory production, cost 
installation and operation, public accounting and industrial methods 
improvement. 

During the past twenty years in the banking field, his work has 
emphasized control in methods, taxes, accounting, reports, inspec- 
tions, costs and special surveys. He is now Assistant Controller of 
the Chase National Bank of New York City. 

It is a great pleasure to introduce to you, Mr. Arthur K. Schulz. 
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INVENTORIES FROM THE VIEWPOINT OF THE 
CREDIT GRANTOR 

Arthur K. Schulz 

Assistant Controller, Chase National Bank, 

New York, N. Y 


y\T THE outset it might be well to clear the air a bit. The credit 
grantor — ^and certainly that applies to the banker — ^has no 
desire to run any business other than his own. In other words, he 
is not granting credit for the sake of acquiring control of a business. 
Slow loans are expensive items from the standpoint of both the 
creditor and the debtor, and of course to the extent humanly possible 
they should be avoided. 

Moreover, the grantor of credit is not generally interested in only 
one-shot credit opportunities; and the successful granting of credit 
intermittently in accordance with need must be achieved on the basis 
of mutuality of interest and of co-operation. The relationship of 
creditor and debtor is one of a similarity of interest such as exists 
continuously between seller and buyer. 

Business Failures 

A few historical facts may be in order. It is commonly known 
that we have — and have had for some years — ^an average of about 
two million commercial and industrial business enterprises operative 
in the nation, and the failures according to Dun & Bradstreet have 
varied roughly from of 1 per cent of the total number to a high 
(in 1932) of about 1J4 per cent of the total. Roughly speaking, 
during the period 1926-36, the average of failures was about 1 per 
cent of the total, or about 20,000 per year ; and if there were not, in 
most cases, high co-operation between creditor and debtor, these 
failures would be a great deal higher. 

But this means, despite all our efforts at good management and 
good credit, that something like 20,000 enterprises go out yearly 
with losses to creditors. The causes are varied, but improper ex- 
tension of credit is acknowledged to be a notable one. 
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Importance of Inventories 

Inventories comprise a large proportion of the current assets of 
substantially t'vtry retail, wholesale or manufacturing organization, 
and they are perhaps the largest imponderable. Totals as of January 
1, 1940, were close to 18 billions of dollars; retail running about 5, 
wholesale 1J4, and manufacturing something over 11 billions. 

It might be interesting to note here that inventories of retailers, 
wholesalers and manufacturers were up January 1, 1940 compared 
with the previous year in percentages of 7, 11, and 7, respectively. 
We have undoubtedly proceeded upward a good deal from that point, 
except where priorities have had their effect, or in those cases where 
there has been a notable decline in available raw material. That 
such increments in inventory are due to defense activity and to the 
consequent departure from hand-to-mouth bu 3 dng process would 
seem to be obvious. But in a world such as that in which we live 
at the moment it is unavoidable. 

It is common knowledge that inventories usually continue to rise 
for a period of six months or so after sales fall off. That fact was 
clearly manifest from a Dun & Bradstreet study of the year 1937, 
when at mid-year there was a rather sharp drop in sales, and inven- 
tories kept climbing until the opening of 1938. Happily, we recov- 
ered our tempo so that no harm was done, but as we look back to the 
period 1920-21, we remember that most of our losses seemed to have 
been due to a relative abundance of inventories, and after all it is 
unavoidable when there is a sharp drop-off in sales. Supply, tem- 
porarily, simply exceeds demand* — ^at least at the old prices. 

Fictitious Profits and Losses from Price Changes 

It is well that more or less recent tax regulations allow the equiv- 
alent of current or replacement cost to sales, that is, the last-in, first- 
out method. In respect of fields in which cost and price vary a good 
bit it is desirable for the leveling influence on the profit and loss 
statement. Neither creditor nor debtor can afford to be deceived by 
the manifestation of fictitiously high profits during rising price 
periods with the usual increment of dividends and labor costs ; and 
conversely by the detrimental results of falling price periods, with 
dismissals, dividend reductions and the possible social unrest which 
may follow such conditions. Of course in those cases where a rising 
market has manifested unusually high profits in connection with the 
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first-in, first-out method, reservation of part of that profit can, and 
perhaps should, be made to cushion the fall during receding price 
periods. 

The extender of credit should be concerned with the price at which 
commitments to purchase have been made, and he would expect the 
accountant to make a notation where, as of the close of a given pe- 
riod, the commitments were relatively high and were well above 
market price. 

In that connection, where the policy of an enterprise is to mark 
the selling price down promptly on a receding market but to move 
much more slowly in the converse situation, we are likely to have an 
enterprise which is giving its leading customers the benefit of prices 
at the old scale on a rising market and the benefit promptly of reduc- 
tion on a falling one. Such a process, if continued, would seem to 
involve “heads you win, tails I lose,” and if the policy is continuous, 
the undertaking may find itself on excessively thin ice, and the cred- 
itor, who is participating, in similar condition. 

Relative Size of Inventory 

A further consideration for the creditor is the size of the inventory 
in relationship to sales, having reference to the more or less recent 
history of the company. If they are over-extending themselves that 
would show up in connection with a comparison of their past state- 
ments, and it would seem that if a debtor is intending to increase in- 
ventory rather notably and unusually, he should take the extender of 
credit into consideration and explain the reasons why he is doing it. 
That would seem to be but fair. 

In relying in part upon an inventory to support the loan or credit 
extension, consideration must of course be given to the character of 
the goods, that is, its convertibility in case of difficulty. Some mate- 
rials, when they have entered the manufacturing process, have no 
convertible value until complete. Other goods on which the conver- 
sion operation is rather modest relative to the value of the raw mate- 
rial — ^which may be of substantial value — ^permit of a realization on 
enforced sale of a good bit of original cost. In this connection, one 
might compare flowers for ladies’ hats with lead or copper products. 

Then, too, there are industries and types of business which, despite 
all the leveling influences of the past, are, and must be, highly sea- 
sonal — ^toys for the Christmas trade, for example. An accumulation 
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of inventory to meet a certain market which is more or less constant 
may show at the peak of accumulation a figure far out of line with 
averages, but that fact need not necessarily be alarming. 

Things the Credit Grantor Likes to Know 

Despite appearances which now and then lead one to the conclusion 
that we are on a one-way street as to prices, the grantor of credit 
cannot afford to extend credit for the purpose of speculation in in- 
ventories. In those products which permit of it he likes to know 
that the hedging process is operative. 

Moreover, he likes to think that an undertaking is guided by pretty 
sound statistical information and economic analysis concerning past 
and prospective performance of markets and prices; and that the 
enterprise is using intelligently the advantages to be had from care- 
fully planned and scientifically constructed budgets and perpetual in- 
ventory controls. 

He likes to look at the inventory and the turnover thereof in rela- 
tion to the industry or the field in which a requester for credit is 
operating. With regard to such comparatives he doesn’t like to see 
one company in a field too far out of line with its competitors, for 
example, with either too small or too large a turnover for the type 
of business, because the former may be inadequate to carry the enter- 
prise and the latter may lead to relatively high liabilities. 

The grantor of bank credit cannot undertake to hold the entire 
sack. He finds from long experience that he can’t do it and that the 
enterprise must have enough current capital to warrant the assump- 
tion that the loan will not become frozen. It is disservice to both 
parties if that ensues. In that connection, the credit grantor is usu- 
ally happy if cash and receivables equal current liabilities, leaving the 
inventory as additional protection. 

The banker and credit grantor generally are not so much concerned 
that the books be adjusted to market as they are to know the facts ; 
e.g., when the market is lower than the cost at which inventory is 
carried, the banker is usually satisfied with such notational informa- 
tion as will permit him to weigh the point. 

Reliance on the Accountant 

There are so many complexities about the determination of inven- 
tory and its proper valuation over a stretch — Shaving in mind price 



RESPONSIBILITY FOR INVENTORIES 


407 


fluctuations both of finished goods and raw materials — ^that bankers 
and creditors generally must rely upon the accountant, appraiser and 
operating executive in respect of inventory methods and accounting. 

Of course the creditor is happiest when he has the name of a repu- 
table accounting firm whose certified statements over a period mani- 
fest that adequate examination has been accomplished, that a reason- 
able effort has been made to present the facts, and that the success of 
the undertaking over a stretch warrants participation by way of credit. 

A consideration which the banker must keep in mind in respect of 
inventory is the extent to which obsolete or slow-moving goods en- 
cumber the total. He must rely upon the accountant's determination 
of that point and he should be able to assume from the accountant's 
certification that such reserve provision or write-off as is necessary 
has been accomplished in connection therewith. 

The banker likes to know from the accountant's certification how 
the inventory was valued, and he likes to know what the accountant 
did in connection with inventory audit; to what extent, for example, 
he tested quantity, extended prices, and calculated values ; what was 
the basis of pricing, and whether in point of fact he was employed 
to do any inventoiy audit. 

With regard to segregation or classification of inventory the banker 
likes to know, when the finished goods section is very large, whether 
it is due to a falling off of sales ; and, if a large portion of the inven- 
tory consists of goods in process, what would happen with a rather 
sharp falling off of demand. In this connection, the counterplay of 
purchase and sales commitments is quite vital. 

The banker also likes to see incidental materials and supplies shown 
separately on the inventory, as they have no particular value outside 
of the business in question and they often run into considerable 
money ; in many cases they can hardly be regarded as a current asset. 

As of the close of any accounting period the banker likes to know 
if consideration has been given to goods purchased which are in 
transit. If title has passed, such goods are in effect part of the in- 
ventory, and liability provision should be made for them. 

Viewpoint on Credit Granting 

A keynote of the credit approach expressed by one eminent banker 
of the past was to the effect that he wanted to know always whether 
a company was in the right business. That is not particularly an 
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inventory approach but it bears somewhat upon the question because 
we know that some industries, at least up to very recently, have 
shown vety marked signs of a slow disappearance or death owing to 
competition with products of greater public demand. Naturally, the 
outstanding companies of industries of that kind are likely to be good 
credit risks, but the credit grantor must be watchful of the competi- 
tive burden which a unit of such an industry is likely to have to 
carry as time proceeds. 

Departing for a moment from so-called commercial credit, the ad- 
vancement of technology just cannot wait until cash savings are ade- 
quate to finance it. Rather, the reverse is the process. Volumetric 
savings are mainly the result of successful financing of technology. 
That has been the history of our country, and commercial credit as 
I view it is mainly a derivative of the activity stimulated by the 
longer-term financing of productive technology. We could debate 
this point at length but it would be inappropriate here. 

A constructive point to be kept in mind is that technological Amer- 
ica has been built on private credit more than on any other one 
mechanism, and perhaps on the basis of longer-term credit in partic- 
ular. Most of the deposits in banks have been primarily created 
through that route and they depend on the continuance of the process. 
The point should be made further in this connection, however, that 
the successful development and improvement of both plant and cur- 
rent assets is dependent upon sane credit policy. I have no apprehen- 
sion of the size of debt per se so long as it is kept in line with volu- 
metric production and exchange measured, not in dollars, but in units 
of production and exchange of goods and services. 

Influences Bearing on Price 

We are making strenuous efforts governmentally and privately to 
avoid inflation of the type which certain foreign countries experi- 
enced in the early ’20’s when goods and things generally were scarce 
and during which the replacement cost of inventories rose more rap- 
idly than prices of finished goods, and while there were apparent 
profits from the process they were of no notable conversion value. 
Volumetrically, measured by way of utilities rather than currency 
units, the process was essentially one of liquidation and enforced 
curtailment ; goods just were not being produced to supply the demand 
adequately, and the spiral of prices continued until the collapse. 
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In the ebb and flow of prices there are various influences. Tech- 
nology makes, or should make, its contribution constantly toward 
lowering costs and sales price, with corresponding benefit to labor; 
other factors such as increased taxation, accelerated defense, and war 
are influences which are likel}’’ to operate in the other direction. We 
must, however, rely upon the prevailing influence of technology and 
organization if, as time goes on, we are to live better. 

I should like to express a word of sympathy for the accountant 
whose Job in respect of inventor}^ audit has been getting tougher. 
That he must have the co-operation of the business manager seems to 
be axiomatic because, as Ben Franklin once said — and we might apply 
it to the triumvirate here under consideration — “We either hang to- 
gether or we hang separately.*’ 

Chairman Klein : I think you will observe, from the way we 
have proceeded here on schedule, that each of our speakers has also 
attained a high degree of ability in exercising control over their in- 
ventory of time. 

We are now getting to the part of the session that is informal, 
that will not be published nor commented upon in any written publi- 
cation, as we mentioned before. It is open for your comments and 
inquiries which may be directed to any of our speakers, or to anyone 
in the audience. 

. . . Off-the-record discussion . . . 

Chairman Klein : We appreciate the fine co-operation of each 
of you In your contribution to this splendid discussion. The clock 
has now moved around to the point where I turn the meeting over 
to our President, Vic Stempf. 

President Stempf: I am always impressed in every one of our 
N.A.C.A. Cost Conferences by the fact that here in this Association 
of ours we have a clearing house where we get three viewpoints, 
that of the man who has his nose on the grindstone in industrial 
practice; that of the external accountant; and that of the academic 
man, the man who considers these things perhaps in a greater degree 
from the viewpoint of pure theory than either of the other two. I am 
putting Arthur Schulz in the latter classification ; he formerly taught 
at Columbia. I am positive that when you get those three views 
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thrown into the hopper and thoroughly discussed, the conclusions will 
be sound in theory and practicable in operation. 

I think that is an element of strength in this great Association of 
ours. I want to extend to you gentlemen the thanks not only of this 
audience, but of all the members of the Association for your generous 
participation this afternoon. 

Before we close, I think that we should recognize the splendid 
service which our Convention Technical Program Committee has 
rendered this year, that group comprising Nelson L. McCully as 
Chairman, of Chicago ; Arthur C. Chubbuck, of Boston ; Frank Klein, 
of New York; and Donald M. Russell, of Detroit. 

I think that we should have a rising vote of thanks and apprecia- 
tion extended to those men for the splendid work which they have 
done. 

. . . The audience arose and applauded . . . 

President Stempf : We always hate to see these conventions end. 
I would like to remind you of the little remark that I made in the 
editorial relating particularly to this session, that w^ felt sure that 
you men would come out to this meeting in spite of the immediate 
demand of each of your businesses, because it is, in fact, the pause 
that refreshes. I am sure that every man who has attended this con- 
vention, who has partaken of the sessions, will go back to his own 
business better informed and with a clearer mind — far better able 
to cope with some of those problems that he left behind him when 
he came here. 

The hour has come when we must declare this Twenty-Second 
International Cost Conference at a close. We do so with regret, but 
we merely say au revoir, because we hope to see most of you again 
in Chicago next year. 

. . . The meeting adjourned at four-forty o’clock . . . 








